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INTRODUCTION

Because of time pressure and the committee’s desire to get the Tax
Reform Act of 1976, as amended by the Finance Committee, to the
Senate floor as soon as possible, the committee reported the bill only
with those amendments acted upon by the committee at the time this
bill was ordered to be reported. This was to give the staff time to draft
the 1,536-page bill and prepare the report. The report (S. Rept. 94—
938) included the committee’s decisions up until the time it ordered the
bill reported. Subsequent to this, the committee agreed to the addi-
tional amendment to be offered on the floor; the additional amend-
ment is described in this supplemental report.

This supplemental report is to be treated as if it were u regular
committee report with respect to the explanation of the intent of the
Finance Committee regarding the amendment.

1)






I. SUMMARY

The summary presented below outlines the principal features of
the additional amendments agreed to by the committee subsequent to
the time the committee’s amendment to the Tax Reform Bill of 1976
(H.R. 10612) was ordered reported.

Estate and Gift Tax Provisions (Title XX11)

1. E'state tax credit—An estate tax credit is provided in lieu of the
present estate tax exemption. The amount of the credit will be $30,000
for decedents dying in 1977 (equivalent to an exemption of $131,000)
and will increase by $5,000 per year until 1981 when the credit will
be $50,000 (equivalent to a $197,000 exemption). )

2. Marital deduction—The maximum estate tax marital deduction
for property passing from the decedent to his surviving spouse 1s in-
creased to the greater of $250,000 or one-half of the decedent’s ad-
justed gross estate. .

3. Valuation of certain real property.—Qualified real property is to
be includable in the decedent’s gross estate on the basis of its current
use rather than on the basis of its highest and best use. Real property
that can qualify for this special treatment will include property used
for (1) farming, (2) woodland, (3) open pastoral space, or (4) the
maintenance of historic values.

4, Extension of payment time—The period for payment of the
estate tax attributable to the decedent’s interest in a farm or closely-
held business is increased from 10 to 15 years. No part of the estate
tax is to be payable for the first three years; thereafter, the tax is to
be payable in equal installments over the next 12 years. In addition,
a special 6-percent interest rate is to apply to the tax attributable to
the first $1 million of farm or other closely held business property.
A “reasonable cause” standard for the discretionary 10-year extension
for the payment of estate tax is to be substituted for the existing
“undue hardship” standard.

5. Generation-skipping transfers.—A tax is to be imposed in the case
of a generation-skipping transfer under a trust or similar arrange-
ment upon the distribution of the trust assets to a generation-skipping
heir or upon the termination of an intervening interest in the trust.
The tax generally is to be paid out of the proceeds of the trust and
is to be substantially equivalent to the estate or gift tax which would
have been imposed 1f the property had actually been transferred out-
right to each successive generation.

6. Gift tax treatment of certain anmuities.—The value of a non-
employee’s interest is to be excluded from the taxable gifts of the
surviving spouse to the extent the value of that interest is attributable
to the contributions of the employer and to the extent the value arises
solely by reason of the spouse’s interest in the community income of
the employee under the community property laws of the State.

(3)
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Other Amendments (Title XXIII)

1. Outdoor advertising displays—Taxpayers are to have the elec-
‘tion to treat outdoor advertising displays as real property under
certain circumstances.

2. Large cigars.—The excise tax on large cigars is changed from a
bracket system based on the intended retail price to an ad valorem
tax of 814 percent of the wholesale price.

3. Gain from sales or exchanges between related parties—Ordinary
income tax treatment is extended to gains from sales of depreciable
property between two corporations that are controlled by the same
individual and his family. In addition, the amendment makes certain
rules of constructive ownership apply in this situation.

4. Extension of Uniformed Services scholarship exclusion.—The
exclusion from income tor amounts received as scholarships under the
Armed Forces Health Professions Scholarship Program (or any sub-
stantially similar program) is extended to cover the year 1976.

5. Tax counseling for the elderly—Provision is to be made for a vol-
unteer tax counseling program for the elderly.

6. L'ax credet for cervuen educavion cupenses—A tax credit is to be
provided for certain expenses relating to higher eduction.

7. Commission on Value Added 1'axation.—A 20-member National
Commission on Value Added Taxation is to be established to make a
study of the value added tax and its etfects on savings, consumption,
capital formation, international trade policy, and general govern-
ment finance, as well as its potential use as an alternative source of
financing the social security system. A report is to be made to the Presi-
dent and to the Congress by December 31, 1977.

8. Industrial devetopment bonds jor certain hospital construction.—
An exception to the small issues limitation on industrial develop-
ment bonds is to be provided for the construction of private hospitals
where the bond issue does not exceed $20 million and the hospital has
been certified as necessary in their communities by the appropriate
State health agency.

9. Group legal services plans—An exclusion from an employee’s
gross income is provided for amounts contributed or service or reim-
bursements provided by an employer under a qualified group legal
services plan for the benefit of the employee, his spouse, or his
dependents.

10. Exchange funds.—Generally, amounts contributed to partner-
ship exchange funds (so-called “swap funds”), as well as the merger
of certain investment companies, are to be treated as taxable transac-
tions where a taxpayer’s principal interest is to diversify his invest-
ments without current payment of tax.

11. Subchapter S8 corporation distributions.—An amendment was
adopted modifying the rules pertaining to the number of shareholders
of a subchapter S corporation.

International Trade Commission (Title XXIV)
The voting procedures of The International Trade Commission in
import relief cases are changed to insure that the Congress will have

an opportunity to override import relief decisions of the President
under sections 201 and 406 of the Trade Act of 1974. The Commission
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membership is to be increased from six to seven members, and certain
other procedural and organizational changes are to be made with re-

spect to the Commission.
Miscellaneous Amendments (Title XXV)

1. Disability payments exclusion.—An exclusion from gross income
is provided for disability payments received by U.S. Government em-
ployees on account of personal injuries occurring outside of the United
States as a result of a terrorist attack. ) .

2. Changes in treatment of foreign income.—The foreign tax credits
which are to be allowed an additional 2-year carryover under the com-
mittee’s amendment to H.R. 10612, as reported, are to be applied on a
first-in-first-out (FIFO) basis. ) ] ]

Individuals are to have the option of claiming a foreign tax credit
on income earned abroad in lieu of the $20,000 (or $25,000) exclusion
from income. . .

In addition, any loss from a foreign subsidiary is not to be subject
to foreign loss recapture to the extent that it is attributable to a deficit
in earnings and profits as of December 31, 1976, where the loss is sus-
tained prior to January 1, 1979. .

Further, foreign source income derived by a possessions corporation
is entitled to the possessions tax credit if earned before October 1,
1976, without regard to the requirement of its being earned in the
possession in which the trade or business providing the funds is being
conducted.

8. Treatment of certain individuals employed in fishing as self-
employed.—Crewmen on boats engaged in taking fish (or other forms
of aquatic animal life) with an operating crew of fewer than 10 are to
be treated as self-employed for Federal tax purposes in certain in-
stances. (This modifies an earlier committee provision pertaining to
boat crewmen.)

4. Energy-related provisions—A special credit for wind-related
residential energy equipment is provided where it is installed to gen-
erate electricity to heat or cool residences or to provide hot water for
them.

A special investment credit is provided for wind-related energy
equipment installed for use in the trade or business of producing the
electricity or the generation of electricity for use in a trade or
business.

5. Sliding-scale inclusion ratio for capital gains.—The 50-percent
capital gains exclusion for capital gains is increased for assets held
more than 5 years by one percentage point for each year an asset is
held in excess of 5 years, but with a minimum inclusion of 80 percent
(after 25 years).

6. Pensions, ESOP’s and related items.—The Pension Benefit Guar-
anty Corporation is to be exempt from all Federal taxation except
taxes imposed under the Federal Insurance Contributions Act (social
security taxes) and the Federal Unemployment Tax Act (unemploy-
ment taxes).

In addition, unincorporated businesses are to be allowed to make
contributions to tax-qualified pension plans (an H.R. 10 plan) on
behalf of an owner of a business, under the usual H.R. 10 rules for
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plans funded with annuity contracts, without disqualifying the plan
under the overal] limitations on benefits and contributions under tax-
qualified plans. .

With respect to Employee Stock Ownership Plans (ESOP’s), two
provisions previously agreed to by the committee are to be deleted.
These (1) would require ESOP’s funded with investment tax credits
to provide for broader employee participation, and (2) would end the
treatment of ESOP’s as employee pension or welfare plans under
Federal law (other than tax law).

In addition, an amendment was adopted permitting employees to
elect out of an ESOP funded with investment tax credits.

7. Tax-exempt organizations and charitable contributions—Tax-
exempt hospitals are to be permitted to provide laundry services to
small tax-exempt hospitals for a fee without the income from these
services being subject to the unrelated business income tax.

Laundry and clinical services are to be tax-exempt when coopera-
tively operated by a service organization created by tax-exempt
hospitals. .

United States Government publications received by taxpayers with-
out charge or at a reduced price are no longer treated as capital assets
and as a result a charitable contributions deduction will no longer be
available when they are contributed to charity.

Corporations (other than a subchapter S corporation) are to be
allowed a deduction for up to one-half of the appreciation on certain
types of ordinary income property contributed to a public charity or
private operating foundation for use in carrying on its exempt

purpose.
- Public charities (other than a church, an organization affiliated
with a church, or certain support organizations), are to be permitted
to elect to have their lobbying activities measured by an “expendi-
tures” test rather than the “substantiality” test of present law.

In taxing the income of an exempt organization, to the extent
the income is derived from “debt-financed property”, the term
“acquisition indebtedness” is not to include taxes and special assess-
ments imposed by State or local governmental units until those taxes
or special assessments become due and payable and the organization
has had an opportunity to pay them in accordance with State law.

The expiration date of a private foundation transitional rule con-
tained in the Tax Reform Act of 1969 is extended to January 1, 1977.
In general, this extension applies to a rule which exempts from the
self-dealing rules, certain sales, exchanges, or other dispositions of
certain “nonexcess” business holdings by a private foundation to a
disqualified person so long as the private foundation receives at least
fair market value.

The minimum distribution requirement for private operating foun-
dations is generally reduced to 3 percent. Also imputed interest in-
come on pre-1970 installment payments is excluded from the distribu-
tion requirements applicable to private foundations. Finally, this
amendment exempts libraries and museums, where they elect this gen-
eral 5 percent payout rule from the net tax on investment income
applicable to private foundations.
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8. Low-income allowance—An amendment was adopted increasing
the low-income allowance to $1,850 for single returns and $2,400 for
joint returns for the calendar year 1977, with the increase to be re-
flected in lower withholding during the last 6 months of 1977. For
1978 and future years, the low-income allowance is to be $2,000 for
single returns and $2,700 for joint returns. (Without this change the
low income allowance would be $1,700 for single returns and $2,100
for joint returns.

9. Equipment leasing—transitional rule for “at risk” limitation.—
A transitional rule to the committee’s “at risk” provision was pro-
vided for equipment leasing so that this rule will not apply to losses
incurred under a lease in effect on December 31, 1975.

10. Architectural, ete., barriers to handicapped persons—rto include
the deaf and blind.—A clarification of the previous committee provi-
sions provides that the current deduction for the removal of barriers
to handicapped and elderly persons is to include the removal of bar-
riers provided for blind and deaf people within the definition of
handicapped persons.



II. REVENUE ESTIMATES

As indicated in Table 1, the revenue raising provisions of the com-
mittee floor amendments to H.R. 10612 are estimated to generate less
than $5 million in fiscal years 1977 and 1978, $5 million in 1979, $8
million in 1980, and $18 million in 1981. The primary source of this
increase in receipts is the “exchange funds” provision.

The liberalized standard deduction provision, the chief revenue
reducing floor amendment, is estimated to result in a decrease in re-
ceipts of $597 million in fiscal year 1977, $2.9 billion in 1978, $3.2 billion
in 1979, $3.4 billion in 1980, and $3.6 billion in 1981. Revision of the
estate and gift taxes is estimated to result in a decrease in receipts of
$1 billion in fiscal year 1978, $1.4 billion in 1979, $1.7 billion in 1980,
and $2 billion in 1981, Other revenue reducing floor amendments are
estimated to result in a decrease in receipts of $54 million in fiscal
year 1977, $525 million in 1978, $1.5 billion in 1979, $1.8 billion in
1980, and $2.1 billion in 1981. The total estimated effect of all the
revenue reducing provisions combined is a reduction in receipts of
$651 million in fiscal year 1977, $4.5 billion in 1978, $6.1 billion in 1979,
$6.9 billion in 1980, and $7.6 billion in 1981.

Table 2 shows the impact on tax receipts of each of the committee
floor amendments in the transition quarter and in each of the fiscal
vears 1977 through 1981. As indicated in this table, the contributors
to revenue raising are the “exchange funds” provision and (for
one fiscal year, 1981) the equipment leasing “at risk” provision. The
principal categories of revenue reducing provisions are the liberalized
minimum standard deduction, $597 million for fiscal year 1977, $2.9
billion for 1978, and $3.6 billion for 1981; the revised estate and gift
taxes, $1 billion for fiscal year 1978 rising to $2 billion by 1981; the
liberalized inclusion ratio for capital gains, $719 million for fiscal year
1979, $791 million for 1980, and $870 million for 1981; and the
phased-in credit for expenses of postsecondary education, $467 million
for fiscal year 1978, $711 million for 1979, and $1.1 billion for 1981.
Table 2 also breaks down the net effect of the floor amendments be-
tween individuals and corporations. Almost all of the net tax de-
crease is accounted for by revenue reducing floor amendments affecting
individuals.

Table 3 shows at 1975 levels, by adjusted gross income class, the
full-year estimated decrease in individual income tax liability result-
ing from liberalization of the minimum standard deduction. This
table shows that 62.1 percent of the $2.7 billion reduction goes to re-
turns with less than $10,000 of adjusted gross income and 35.6 percent
goes to returns with between $10,000 and $15,000 of adjusted gross
income. This table also indicates that 89.2 million returns show a de-
crease in tax liability, of which 2.2 million become nontaxable. Also,
as indicated in this table, 8.8 million returns are estimated to shift to
the standard deduction.

(8)
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Table 4 shows, for selected tax returns, representing different mari-
tal status, different numbers of exemptions, and different levels of
adjusted gross income, the tax burden under the standard deduction
provision in the bill reported by the Senate Finance Committee and
the tax burden under the standard deduction provision in the com-
mittee floor amendment.

TABLE 1.—SENATE FINANCE COMMITTEE FLOOR AMENDMENTS TO H.R. 10612 1:
SUMMARY OF THE EFFECT ON FISCAL YEAR TAX RECEIPTS

[In millions of dollars)

Fiscal year—
TQ 1977 1978 1979 1980 1981
Revenue raising provisions._ _.._______ ) @ (O] 5 8
Revenue reducing provisions:
Liberalized mimmum standard
deduction. .. —597 —2,908 —3,245 —3,407 —3,577
Revised estate and gifttax_______________________________ —1,042 -~1,367 —1,688 —2,006
Other revenue reducing provisions. -9 54 —525 -1,499 -1,792 —2,065
Total, revenue reducing pro-
VISIONS. e oo eeeeee -9 —651 —4 475 —6,111 —6,887 —7,648
Net total, all provisions...... -9 —651 —4,475 —6,106 —6,879 -7 ,635

1 Additional amendments agreed to by the committee after the bill was ordered reported. These amendments
are to be offered on the floor.
2 Less than $5,000,000.

TABLE 2.—SENATE FINANCE COMMITTEE FLOOR AMENDMENTS TO H.R. 10612t: ESTIMATED EFFECT ON FISCAL
YEAR RECEIPTS

[In millions of dollars]

Fiscal year—
TQ 1977 1978 1979 1980 1981

A. Title XXIl—Estate and gift taxes: Phased-in
credit in lieu of the exemption; liberalized
marital deduction; current use valuation and
liberalized deferral in the case of farms, etc.;
elimination of the tax advantages of genera-
tion skipping; etc. - eeeamea- —1,042 —1,367 -—1,68 —2,006

B. Title XXI1I1—Other amendments:
1. Outdoor advertising displays . .-« oo e et

2. Tax treatment of large cigars..._._.....___......_ =7 -7 -1 -7 -7
3. Tre}a‘tment bof tWgam rloltn dsaleri or ex- ® ~ ® ® ®

changes between related parties.......
4. Application of sec. 117 to certain edu- @

cation programs for members of the

uniformed services3________________ —-¢ e
5. Tax counseling for the elderly_....._._........___ ® @ @ ® ®
6. Credit for certain expenses incurred in

providing education_....___ ... . ..., —467 =711 —926 -1,103
7. Commission on value added taxation. e
8. Interest on certain governmental obli-

gations for hospital construetion_ .. ... ...._. -1 -3 -7 -9 —14
9, Group legal services plans. oo -2 -5 -8 —16 =21 -33
10. Exchange funds._______________ - ) g) (] 5 8 12
11, Distributions by subch. S corporations... ) ) ® @ @ Q)

Total, title XXIN __. ... -4 -16 —485 -736 —955 —1,145

C. Title XXIV—International Trade Commission.
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TABLE 2.—SENATE FINANCE COMMITTEE FLOOR AMENDMENTS TO H.R. 106121: ESTIMATED EFFECT ON FISCAL

YEAR RECEIPTS—Continued

[in millions of dollars)

Fiscal year—
TQ 1977 1978 1979 1980 1981
D, Title XXV—Miscellaneous amendments:
1. Sick pay and mulitary, etc. pension ex-
clusion—injuries resulting from acts
of Yerrorism._____._.__.________.__ (O] (&) ® 6] @ (O]
2, Changes in treatment of foreign income:
(@) Ordering of foreign tax
credwt carryover______..__________._.__ -2 ~3 -2 ~1 -1
) ExcLusmg of income earned © )
abread . e __ 2 2 2’ 2’ 2 1)
(¢) Recapture of foreign losses...____.__..._.. 8 8 8 ....... (_ __________ (_ -
(d) Tax treatment of corporations
conducting trade or business
in Puerto Rico or possessions
of the United States._._____. =2 Lo TS
3. Treatment of certain individuals em-
ployed in fishing as self-employed 4. __ [©] =13 -13 -13 -13 -13
4. Energy related provisions:
(3) Special credit for wind-related
residential energy equipment. (*) (O] (2) ) ) @)
(b) Special investment credit for
windmills used r the pro-
o duction of -electricity_______ @) ) (O] ) (O] )
5. Sliding-scale inclusion ratio for capital
BAINS & e —————— -719 —791 —870
6. Pensions, ESOP's and related items:
(a) Taxable status of Pension Bene-
fit Guaranty Corporation . . o e e e e e e e oo
(b) Level premum annwty con-
tracts held by H.R. 10 plans__.. @) (2) () (2) (O] ()
(¢) Employes stock ownership
plans. . ... ® (0] (O] ® @ @)
(d) Election not to participate 1n
a‘r: en}ployee stock owner- @ o @ ® o
ship plan . o e, 2 2 3 2
7. Tax-exempt organizations and charitable
contributions: .
(a) Unrelated businessincome from
services provided by a tax-
exempt hospital to other tax-
exempt hospitals. . .. ___.__ ® [O)] ) ® 3 Q
gb) Hospital laundry facilities . a.. . _._.______ (O @ @ 3 [
t) Donation of government pub-
lications. .. __.___ e eem @ o 0} o) @ ®
(d) Certain charitable contributions
ofinventory__ . .__________ -3 —16 —22 —22 =24 ~24
(e) Lobbying activities of public
charities. . ... (0] ® @ (O] (0) ™
() Tax liens, etc., not to constitute
"acquisition indebtedness’’___ ® (&) ) @) ® )
(®) Extension of private foundation
transition rule for sale of
business holdings___.___.___ (O) O e
(h) Private toggraatlingtfoundaﬁons; ® . ® o .
. imputed interest. ____.__.___
8. Low income aflowance___.. .. .. .oocee_. —Sg; ~2,908 -3, Z4g -3, 48; -3, 5(7;
9. Equipment |easing—transitional rule for
“at risk"* limitations___. .___.___.._. ® -1 -2 -~2 ® 1
10. Architectural, etc., barriers to handi-
capped persons—to include the deaf
and bhind. ..o ® ® [ € T
Total, title XXV_on e ceceeeee —5 —635 —2,948 4,003 —4,236 —4,484
Total, titles XXIH-XXV__ ___.______ -9 —651 —4,475 —6,106 —6,879 —7,635
Revenue raising provisions______.________________ (? (’} (%) 5 8 13
Revenue requcing provisions. ..o cooceeao . - —651 ~—4,475 —6,111 —6,887 —7,648
Individvals. -4 —619 —4,440 —6,068 —b,%38 —7,589
Corporations. .o R S =5 -3 -35 —38 —41 ~46

1 Additional amendments agreed to by the committee after the bill was ordered reported. These amendments are to

be offered on the floos.
2 Less than $5,000,000.

8 There is also an estimated $2,000,000 decrease in budget receipts for fiscal year 1976 under this provision.

¢ [t is estimated that this provision will decrease budget receipts by $65,000,000 in the aggregate over the next 5 fiscal

years. .
& This is the net effect of this provision after deducting from the gross decrease in budget receipts the increase in the

Finance Committee minimum tax.
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TABLE 3.—ESTIMATED FULL-YEAR DECREASE IN INDIVIDUAL INCOME TAX LIABILITY UNDER THE LIBERALIZED
MINIMUM STANDARD DEDUCTION PROVISION OF THE COMMITTEE FLOOR AMENDMENT—BY ADJUSTED GROSS

INCOME CLASS: 1975 INCOME LEVELS!

Number of returns affected (thousands) Decrease in tax liability

Total Number

number shifting
with Number to the Percentage
tax made standard Amount distribution
AdJusted gross income class decrease nontaxable deduction (millions) {percent)
O 10$5,000. ... 8,342 1,666 293 $370 13.7
$5,000 ta $10,000. 17,821 552 1,380 1,309 43.4
10,000 to $15,000 10,917 10 2,018 964 35.6
15,000 to $20,000 2,136 131 64 2.4
$20,000 to $30,000._. e e e e e e o e e e = m e e o
$30,000 t0 850,000, - - o e e e e e o e e o
$50,000 to $100,000. - T -
FlOO 000 AN OV o e o e e e e e —m e m o mm o v e 2 e e
Total o e 39,215 2,228 3,822 2,708 100.0

1 This table represents the decrease in tax liability under the $2,000-$2,700/16 percent/$2,400-$2,300
standard deduction as compared to the $1,700-$2,100/16 percent/$2, 40042 800 standard deduction.

Note: Details may not add to totals because of rounding.



TABLE 4.—INDIVIDUAL {NCOME TAX BURDEN 1 IN 1978 UNDER THE STANDARD DEOUCTION AND EARNED INCOME CREDIT PROVISIONS APPROVED IN THE SENATE FINANCE COMMITTEE
REPORT2 AND UNDER THE STANDARD DEDUCTION AND EARNED INCOME CREDIT PROVISIONS IN THE COMMITTEE FLOOR AMENDMENT 2

SINGLE PERSON AND MARRIED COUPLE WITH NO, 1, 2, AND 4 DEPENDENTS

{Assuming deductible personal expenses of 17 percent of income]

Tax liability

Married couple with

Married couple with

Married coupfe with

Married coupfe with

Single person no dependents 1 dependent 2 dependents 4 dependents

Under Under Under Under Under

floor floor floor floor floor

Under amend- Under  amend- Under amend- Under amend- Under amend-

report ment . report ment i report _ment report _ment ! report _ment i

Adjusted gross income ¢ provisions provisions Reduction provisions provisions Reduction provisions provisions Reduction provisions provisions Reduction provisions provisions Reduction
$35 $43 [1] [ 0 —$300 —3$300 0 —3300 —$300 0 —$300 —$300 0
358 57 $200 $112 $88 —209 ~293 $84 =300 —300 0 —300 —300 0
548 57 354 260 94 38 —53 90 -74 ~158 $84 —200 —200 0
953 63 696 586 110 561 459 102 434 338 96 200 112 388
1,410 b/ 1,076 962 114 934 820 114 791 677 114 518 418 100
1,996 1] 1,573 1, 246 127 1, 408 1,295 113 1, 261 1,152 109 976 867 109
2,549 0 2,029 1,996 33 1,864 1,831 33 1,699 1, 666 33 1,371 1,342 29
3,145 0 2,518 2,516 0 2,329 2,329 0 2,156 2,156 0 1,826 1,826 0
3,784 0 3,035 3,035 0 , 848 848 0 2,660 2,660 0 , 285 2,285 0
5,000 5,230 0 4,170 4,170 0 3, 960 3,960 0 3,750 3,750 0 3,330 3,330 0
000D 6, 850 0 5, 468 5,468 0 5,228 5,228 0 4, 988 4,988 0 4, 508 4,508 8
$35,000_ ... 8,625 8,625 0 6,938 6,938 0 6, 668 , 668 0 6, 398 6,398 0 5, 858 5, 858 0
}40,000 . ... 10,515 10,515 0 8,543 8,543 0 8, 251 8,251 0 7,958 7,958 0 7,373 7,373 0

! Computed without reference to the tax tables.

3 Includes the effect of the $1,700-$2,100/16 percent/$2,400-$2,800 standard deduction and the

10-percent credit on earned income phased out between $4,

500 and $8,000 of adjusted gross income.

3 Includes the effect of the $2,000-$2,700/16 percent/s.

¢ Wage or salary and/or self-employment income.

! 2,400-$2,800 standard deduction and the
10 percent credit on earned income phased aut between $4,600 and $8,000 of adjusted gross income.

¢l



III. EXPLANATION OF ADDITIONAL COMMITTEE
AMENDMENT TO H.R. 10612, AS REPORTED

A. TITLE XXII—ESTATE AND GIFT TAXES

1. Allowance of Credit Against Estate Tax (sec. 2201(a) of the bill
and sec. 2010 of the Code)

Present law
Under present, law, the estate of each decedent who was a resident or
a citizen is entitled to an exemption of $60,000 for estate tax purposes.
In the case of an estate of a nonresident alien, the exemption is $30,000.

Reasons for change

The present amount of the estate tax exemption was set in 1942.
Since that date, the purchasing power of the dollar has decreased
to less than one-third of its value in 1942. To some extent this effect
has been mitigated by the addition of a provision for a marital deduc-
tion in 1948. Despite this the inflation which has occurred means that
the estate tax now has a much broader impact than was originally
contemplated. .

In addition, since the present estate tax exemption is a deduction
in determining the taxable estate, it results in a greater reduction at
the estate’s highest estate tax brackets. However, a credit in lieu of an
exemption will have the effect of reducing the estate tax at the estate’s
lower estate tax brackets since a tax credit is applied as a dollar-for-
dollar reduction of the amount otherwise due. Thus, at a given level
of revenue cost, a tax credit tends to confer more tax savings on small-
and medium-sized estates, whereas a deduction tends to confer more
tax savings on larger estates. The committee believes it would be more
equitable 1f the exemption were replaced with a credit rather than a
deduction.

Explanation of provision

The committee amendment provides for a credit in lieu of the present
exemption for estate tax purposes. The amount of the credit will be
$30,000 for decedents dying in 1977 and increases $5,000 each year
until 1981 when the credit will be $50,000. When fully effective, the
$50,000 credit is approximately equivalent to a tax exemption on the
first $197,000 of the decedent’s taxable estate. Thus, in 1981 an estate
of $197,000 or less will be exempt from estate tax. The committee
amendment also makes comparable changes in the treatment of estates
of nonresident aliens,

Effective date

This amendment is effective for estates of decedents dying after

December 31, 1976.
(13)

22780 O 76 2
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2. Increase in Estate Tax Marital Deduction (sec. 2201(b) of the
bill and sec. 2056(¢) of the Code)

Present law

Under present law, an estate of a decedent is granted a deduction
for estate tax purposes for property passing from the decedent to
the surviving spouse. The maximum allowable deduction is 50
gercent of the adjusted gross estate of the decedent. The marital de-

uction generally equates the treatment of common law property
with the treatment given to community property. The decedent’s
share of community property passing to a spouse is not eligible for
the marital deduction because only the decedent’s share is included in
the gross estate as his or her property in the first instance.

Reasons for change
The committee believes that a decedent with a small- or medium-
sized estate should be able to leave sufficient property directly to the
surviving spouse for support during the lifetime of the spouse with-
out the imposition of an estate tax. In addition, in practice it often is
difficult to determine under present law whose efforts are responsible
for the property.

Ezplanation of provision

The committee amendment would increase the maximum estate tax
marital deduction for property passing from the decedent to the sur-
viving spouse to the greater of $250,000 or one-half of the decedent’s
adjusted gross estate. In addition, the amendment contains rules which
adjust the $250,000 amount where the decedent owns community prop-
erty at death so that the parity provided under present law between
common law property states and community property law states is
continued.

E'ffective date

The committee amendment is to be effective for estates of decedents
dying after December 31, 1976.

3. Valuation for Purposes of the Federal Estate Tax of Certain
Real Property Devoted to Farming, Woodlands, Scenic Open
Spaces, and Historic Sites (sec. 2201(¢) of the bill and secs.
2032A, 6324B of the Code)

Present low

Under present law, the value of property included in the gross estate
of the decedent is the fair market value of the property interest at the
date of the decedent’s death (or at the alternate valuation date if
elected by the executor or administrator). The fair market value is
the price at which the froperty would change hands between a willing
buyer and a willing seller, neither being under any compulsion to buy
or to sell and both having reasonable knowledge of relevant facts. One
of the most important factors used in determining the fair market
l\)ralue‘, of land is the “highest and best use” to which the property can

e put.

In some cases, the use of land for farming, woodlands, scenic or

historical purposes may be its “highest and best use.” However,
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in other cases, land which is used for such purposes might be worth
significantly more if it were sold and converted to other uses, such as
residential or commercial purposes. Thus, where land is used for farm-
ing, woodlands, or scenic or historical purposes, the value of the land
based on actual use may be substantially less than the value of the
land if it were to be converted to its highest and best use.

Reasons for change

The committee believes that, when land is actually used for farm-
ing, woodlands, scenic or historic purposes (both before and after the
decedent’s death), it is inappropriate to value the land on the basis of
its potential “highest and best use.” Valuation on the basis of highest
and best use rather than actual use may result in the imposition of
substantially higher estate taxes, In some cases, the greater estate tax
burden makes continuation of farming, etc., activities not feasible be-
cause the income potential from these activities is insufficient to serv-
ice extended tax payments or loans obtained to pay the tax. Thus, the
heirs may be forced to sell the land for development purposes.

On the other hand, the committee recognizes that it would be a wind-
fall to the beneficiaries of an estate to allow such property to be
valued for estate tax purposes at a value other than its highest and
best use value unless the beneficiaries continue to use the property for
a reasonable period as the decedent did before death. As a result, the
committee amendment provides a recapture provision where the land
is prematurely sold or is converted for nonqualifying purposes.

Eaplanation of provision

The committee amendment provides that, if certain conditions are
met, the executor may elect to value qualified real property included
in the decedent’s gross estate on the basis of the property’s value in
its current use, rather than on the basis of its fair market value in its
highest and best use. However, this special valuation may not reduce
the value of the decedent’s gross estate by more than $1 million.

Real property qualifies for this use valuation only if it is real
property used for (1) farming, (2) woodland, (3) open pastoral
space, or (4) the maintenance of historic values. For property to be
included in the last category, it must be listed in the National Reg-
ister of Historic Places either separately or as part of a listed district.

To qualify for this special valuation, the following conditions must
be met: (1) the assets in the decedent’s estate devoted to qualifying
uses, including both real property and personal property, must be at
least 50 percent of the decedent’s gross estate (reduced by debts) ; (2)
at least 25 percent of the adjusted value of the gross estate must be
qualified real property; (3) such property must pass to a qualified
heir; and (4) the real property must have been owned by the decedent
and devoted to a qualifying use for 5 years or more during the 8-year
Eeriod ending with the date of the decedent’s death. The term “quali-

ed heir” means a member of the decedent’s family, including his
spouse, lineal descendants, parents, grandparents, and aunts and uncles
of the decedent and their descendants.

In valuing qualified real property by looking solely to its qualified
use, all relevant facts and circumstances are to be taken into account.
However, valuation criteria which take into account a change in use
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of the real property to a nonqualifying use are to be disregarded.
Thus, for example, 1n valuing qualified real property used as a farm,
the committee intends that the following factors be taken into account:

(1) The capitalization of income that the land can be expected
to yield for tarming purposes over a reasonable period of time
under prudent management using traditional cropping patterns
for the area, taking into account soil capacity, terrain configura-
tion, and similar factors;

(2) The capitalization of the fair rental value of the land for
farming purposes; ) ) ]

(3) Assessed land values in a State which provides a differ-
ential or use value assessment law for farmland ;

(4) Comparable sales of other farm land in the same geograph-
ical area far enough removed from a metropolitan or resort area
so that nonagricultural use is not a significant factor in the sales
prices; and

(5) Any other factor which fairly reflects the farm use value
of the property.

The committee amendment provides that if, within 10 years after
the death of the decedent, the property is disposed of to nonfamily
members or ceases to be used for qualified uses,! the tax benefits ob-
tained by virtue of the reduced valuation are to be recaptured. The
committee amendment also requires that any executor electing the
special valuation provision file an agreement signed by each person
who has an interest in the specially valued property, consenting to the
application of the recapture provision.

Full recapture is provided for during the first 24 months with a
phaseout beginning in the 25th month. The amount to be recaptured
after the 24th month is 80 percent of the total tax benefit allowed be- -
cause of this special valuation. Thereafter, the recapture amount so
computed is reduced on a monthly pro rata basis over 96 months (8
vears). However, the potential liability for recapture would cease if
the qualified heir dies without having disposed of the property or con-
verted it to a nonqualified use.

The committee amendment provides for a special lien on all quali-
fied real property with respect to which the special valuation is elected.
The lien continues until the potential for recapture is eliminated either
because the tax benefit is recaptured, the qualified heir dies, or a period
of 10 years from the decedent’s death lapses. This new section also
allows the Treasury Department to promulgate regulations under
which other security can be substituted for the lien on real property.

Effective date

These provisions apply to the estates of decedents dying after De-
cember 31, 1976.

1 Property ceases to be used for qualified uses not omly if an actual change to a non-
qualified use occurs, but aiso if the property is rezoned at the reguest of the owner to
permit a nonqualifying use. In the case of property which i8 qualified solely because of
its historic values, cessation of the qualifylng use occurs If the ?roperty i8 removed from
fxlilet Ig;tionlal Register of Historic Places or if the owner discontinues maintenance of the

storic values. .
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4. Extensions of Time for Payment of Estate Tax (sec. 2201(d)
of the bill and secs. 6161, 6163, 6166, 6503, 6601, and 6324A of the
Code)

Present law

Generally, an estate tax return is due nine months after the deced-
ent’s death. Except in certain specified situations, payment of the
estate tax is required to be made with the return. ) )

However, present law contains two provisions which permit the
estate tax to be paid over a period of up to ten years after the due
date of the return. First, the Secretary of the Treasury may extend
the time for payment of tax up to ten years if he finds that a current
payment of tge tax will result in undue hardship to the estate. Second,
an executor may elect to pay the estate tax in installments over two
to ten years where the estate consists largely of interests in a closely
held business (or businesses). )

In order to qualify under the first provision, the executoer must
show that the payment of the estate tax on the due date would cause
undue hardship. The term “undue hardship” requires more than a
showing of reasonable cause or inconvenience to the estate. In general,
undue hardship can be established in a case where the assets in the
gross estate which must be liquidated to pay the estate tax can only
be sold at a sacrifice price. Further, undue hardship can be estab-
lished where a farm or other closely held business could be sold to
unrelated persons at a price equal to its fair market value, but the
executor seeks an extension of time to raise other funds for the pay-
ment of the estate tax.

Under the second provision, an executor may elect to pay the estate
tax attributable to an interest in a farm or other closely held busi-
ness in installments over a period not to exceed 10 years. In order
to qualify under this provision, the value of the interest in the
closely held business must exceed 35 percent of the value of the gross
estate or 50 percent of the taxable estate of the decedent. For this
purpose, the term “interest in a closely held business” means an interest
as sole proprietor in a trade or business; an interest as a partner in
a partnership having not more than 10 partners, or in which the de-
cedent owned 20 percent or more of the capital ; or ownership of stock
in a corporation having not more than 10 shareholders, or in which the
decedent owned 20 percent or more of the voting stock.

Under either of these provisions, the Internal Revenue Service may,
if it deems it necessary, require the executor to furnish a bond for the
payment of the tax in an amount not more than double the amount
of the tax for which extension is granted. In addition, the executor is
personally liable for the payment of the tax unless he is discharged
upon payment of the tax due and upon furnishing any bond which
may be required for the tax which is not presently due because of an
extension of time for payment.
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Reasons for change

The present provisions have proved inadequate to deal with the
liquidity problems experienced by estates in which a substantial por-
tion of the assets consists of a closely held business or other illiquid
assets. In many cases, the executor is forced to sell the decedent’s
Interest in the farm or other closely held business in order to pay the
estate tax. This may occur even where the estate qualifies for the 10-
year extension provided for closely held businesses. In this case, it may
take several years before the business can regain sufficient financial
strength to generate enough cash to pay estate taxes after the loss of
one of its principal owners. Moreover, some businesses are not so profit-
able that they can yield enough to pay both the estate tax and interest
where the interest rate is high.

Where a substantial portion of the estate consists of illiquid assets
other than a farm or other closely held business, it has been extremely
difficult to obtain an extension on the grounds of “undue hardship”
because the Internal Revenue Service generally takes a restrictive ap-
proach toward granting such extensions. In addition, many executors
have found it both difficult and expensive to obtain a bond to satisfy
the extended payment requirements. Therefore, many executors refuse
to elect the extended payment provisions because they must remain
personally liable for tax for the entire length of the extension.

The committee believes that additional relief should be provided
to estates with liquidity problems arising because a substantial portion
of the estate consists of an interest in a closely held business or other
1lliquid assets. Moreover, the committee believes that the provisions
should be modified so that more estates have the opportunity to take
advantage of the extended payment provisions.

Ezplanation of provision

The committee amendment would permit the executor to elect to
extend the payment of the estate tax attributable to the decedent’s in-
terest in a farm or other closely held business over a 15-year period.
Under the committee amendment, the executor could defer this entire
estate tax for a period of 3 years (i.e., until 8 years, 9 months after
the decedent’s death) and thereafter pay the tax in equal installments
over the next 12 years. Interest would be due annually, including
the 3-year period during which no tax need be paid.

The committee amendment provides a special 6-percent interest
rate on the tax attributable to the first $1 million of farm or other
closely held business property. Interest on the tax attributable to farm
or other closely held business property in excess of $1 million is to bear
interest at the regular rate for interest on deferred payments (cur-
rently 7 percent).

The committee amendment also substitutes a *reasonable cause”
standard for the discretionary extension of estate tax payments in
place of the existing “undue hardship” standard.! The concept of “rea-
sonable cause” is one already found in existing law and the committee
intends to adopt those standards for this purpose. Interest on amounts

1 This “reasonable cause” standard is to replace the “undue hardship” standard for dis-
cretionary extensions of time for payment of estate tax attributable to a reversionary or
remainder interest (sec. 6163(b)) as well as for discretionary extensions of time for pay-
ment of estate tax in other circumstances (sec. 6161),
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deferred under this provision will continue to bear interest at the regu-
lar rate (currently 7 percent).

The committee amendment also provides a special lien on property
for payment of the deferred taxes attributable to a closely held busi-
ness, Where this lien procedure is followed and a party is designated
to make estate tax payments and receive and transmit notices to or
from the Internal Revenue Service, the executor is to be discharged
from personal liability and will not be required to post a bond equal to
twice the amount of the tax deferred.

E'ffective date
These provisions are to apply to estates of decedents dying after
December 31, 1976.

5. Generation-Skipping Transfers (sec. 2202 of the bill and secs.
2601, 2602, 2603, 2611, 2612, 2613, 2614, 2621, and 2622 of the
Code)

Present law

Under present law, a Federal gift or estate tax is generally imposed
upon the transfer of property by gift or by reason of death. However,
the termination of an interest of a beneficiary (who is not the grantor)
in a trust, life estate, or similar arrangement is not a taxable event
unless the beneficiary under the trust has a general power of appoint-
ment with respect to the trust property.

This result (nontaxability) occurs even when the beneficiary under
the trust has: (1) the right to receive the income from the trust; (2)
the power to invade the principal of the trust, if this power is subject
to an ascertainable standard relating to health, education, support,
or maintenance; (3) a power (in each beneficiary) to draw down an-
nually from his share of the principal the greater of 5 percent of
its value or $5,000; (4) a power, exercisable during life or by will, to
appoint any or all of his share of the principal to anyone other than
himself, his creditors, his estate or the creditors of his estate; or (5)
the right to manage the trust property by serving as trustee.

Currently, all States (except Wisconsin and Idaho) have a rule
against perpetuities which limits the duration of a trust. While the
rules of the different States are not completely uniform, in general,
such laws require that the ownership of property held in trust must
vest in the beneficiaries not later than the period of the lifetime of any
“life in being” on the date of the transfer, plus 21 years (and 9
months) thereafter.

Reasons for change

The purpose of the Federal estate and gift taxes is not only to
raise revenue, but also to do so in 8 manner which has as nearly as pos-
sible a uniform effect, generation by generation (taking into account
as the progressive rate structure does, the differences in the utility of
assets according to the value held). These policies of revenue raising
and equal treatment are best served where the transfer taxes (estate
and gift) are imposed, on the average, at reasonably uniform intervals.
Likewise, such policies are frustrated where the imposition of such
taxes is deferred for very long intervals, as is possible, under present
law, through the use of generation-skipping trusts.
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Present law imposes transfer taxes every generation in the case of
families where property passes directly from parent to child, and then
from child to grandchild. However, where a generation-skipping trust
is used, no tax is imposed upon the death of the child, even where the
child has an income interest in the trust, and substantial powers with
respect to the use, management, and disposition of the trust assets.
While the tax advantages of generation-skipping trusts are theoreti-
cally available to all, in actual practice these devices are more valuable
(in terms of tax savings) to wealthier families. Thus, generation-
ski&ping trusts are used more often by the wealthy.

eneration skipping results in inequities in the case of transfer
taxes by enabling some families to pay these taxes only once every
several generations, whereas most families must pay these taxes every
generation. Generation skipping also reduces the progressive effect
of the transfer taxes, since families with moderate levels of accumu-
lated wealth may pay as much or more in cumulative transfer taxes
as wealthier families who utilize generation-skipping devices.

The committee recognizes that there are many legitimate nontax
purposes for establishing trusts. However, the committee also believes
that the tax laws should be neutral and that there should be no tax
advantage available in setting up trusts. Consequently, the committee
amendment provides that property passing from one generation to
successive generations in trust form should, for estate tax purposes,
be treated substantially the same as property which is transferred
outright from one generation to a successive generation.

Ezplanation of provision

The committee amendment imposes a tax in the case of generation-
skipping transfers under a trust or similar arrangement (such as a life
estate) upon the distribution of the trust assets to a generation-
skipping heir (for example, a grandchild of the transferor) or upon
the termination of an intervening interest in the trust (for example,
the termination of an interest held by the transferor’s child).

The tax would be substantially equivalent to the estate or gift tax
which would have been imposed if the property had actually been
transferred outright to each successive generation. For example, where
a trust is created for the benefit of the grantor’s child, with remainder
to the grandchild. then, upon the death of the child, the tax would be
computed by adding the child’s portion of the trust assets to the
child’s estate, and computing the tax at the child’s marginal estate tax
rate.

Thus, under the committee amendment, the child would be treated
as a “deemed transferor” of the trust property. The child’s estate tax
brackets are used as a measuring rod for purposes of determining the
tax imposed on the generation-skipping transfer, but the child’s estate
is not iable for the payment of the tax. Instead, the tax would generally
be paid out of the proceeds of the trust property. However, the trust
would be entitled to any unused portion of the estate tax credit for the
child’s estate, and to the benefit of any increased marital deduction
allowed to the estate as a result. of the transfer. In addition, the chari-
table deduction would be allowable if part of the trust property were
left to charity. The previously taxed property credit would also be
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allowable where an estate tax had been imposed with respect to the
creation of the trust and, within a 10-year period thereafter, the gen-
eration-skipping tax is imposed upon the death of the child.

The committee amendment provides that the tax would be imposed
whenever the child, or other member of an intervening generation, had
an income interest in the trust, or a power to invade corpus for his
own benefit. The tax would not be imposed, however, where the child
(as trustee for his children, for example) had nothing more than a
right of management over the trust assets or a limited power of
appointment among grandchildren or more remote descendants of the

antor.
gT}.’Llso, under the committee amendment, the tax would not be im-
posed in the case of an outright transfer from a parent to a grand-
child (because the intervening generation receives no direct benefit
from such a transfer). Likewise, a trust established for the benefit of
the grantor’s spouse, with the remainder outright to the grand-
children, would not be subject to the tax because the intervening
generation has no interest in the trust. In addition (as a rule of ad-
ministrative convenience), tax would not be imposed in the case of
distributions of accounting income from a generation-skipping trust
to a grandchild of the grantor.

The tax under these rules would be imposed only once each genera-
tion. Generally, a generation would be determined along family lines,
where possible (i.e., the grantor, his wife, and his brothers and sisters
would be one generation ; their children would be a second generation;
the grandchildren wonld be the third generation, etc.).

‘Where generation-skipping transfers are made outside the family,
generations would be measured from the grantor. Individuals not more
than 1214 years younger than the grantor would be treated as mem-
bers of his generation ; individuals more than 1214 years younger than
the grantor, but not more than 3714 years younger, would be con-
sidered members of his children’s generation, etc. In cases where
generation-skipping transfers are made outside the family, the deemed
transferor (that is, this base for purposes of determining the tax)
would be the estate of the person having the closest relationship to the
grantor or the person having the intervening life interest or power
{generally, the person named in the grantor’s will or trust instrument).

Effective date

In general, these provisions are to apply to generation-skipping
transfers which occur after April 30, 1977. However, under a tran-
sitional rule provided by the committee amendment, the tax is not to
be imposed for a 10-year period (until January 1, 1987) in the case
of transfers: (a) under irrevocable inter vivos trusts in existence on
April 30, 1977 (except to the extent that transfers are made from such
trusts out of assets added to the trust after April 30, 1977, or (b) in
the case of decedents dying before January 1, 1978, pursuant to a will
(or revocable trust) which was in existence on May 1, 1977, and which
was not amended or revoked at any time after that date. The purpose
of this transition rule is to give beneficiaries under trusts which may
have been created in reliance on existing law a 10-year grace period
in which to relinquish their interests in the trust, if they wish to do
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so, thereby eliminating the generation-skipping aspect of the trust
without liability for the tax 1mposed under these provisions (or for
gift tax in the event of such a relinquishment). In addition, the post-
ponement of the effective date allows the committee to conduct further
hearings to reexamine the provision.

6. Gift Tax Treatment of Certain Annuities (sec. 2203 of the bill
and sec. 2517 of the Code)

Present law

For estate tax purposes, an exclusion is provided for the portion of
the value of a survivor benefit (e.g., an annuity) under a qualified
plan that is attributable to contributions made by the employer. A
parallel exclusion is provided for gift tax purposes.

In 1972, the estate tax provision was amended to ensure that no
portion of the employer contributions was includible in the gross estate
of the employee’s spouse if the spouse predeceased the employee and
the couple had resided in a community property State. This amend-
ment was designed to overturn Rev. Rul. 67-278, 1967-2 C.B. 323,
which held that, if under community property laws the deceased
spouse had a vested interest in one-half of such contributions, this
half was includible in the spouse’s gross estate and was not eligible
for the exclusion because the deceased spouse was not an employee
covered under the plan.

However, no corresponding amendment has been made to the gift
tax provisions. As a result, the IRS has ruled that, if an employee
predeceases the employee’s spouse in a community property State,
the surviving spouse is to be treated as having made a gift of one-half
of any benefits payable to other beneficiaries. Such a result would not
occur in a non-community property State.

Reasons for change

The committee believes that the treatment described above is dis-
criminatory and should not be allowed to continue. It is the view
of the committee that the provisions exempting from the estate and
gift tax interests in qualified plans should have uniform application
in both common law and community property States regardless of
which spouse dies first.

Explanation of provision

Consequently, the committee has adopted an amendment which pro-
vides a gift tax exclusion for the value, to the extent attributable to
employer contributions, of any interest of a spouse in specified em-
ployee contracts, or trust or plan payments, where two conditions
exist.

First, an employer must have made contributions or payments on
behalf of an employee (or former employee) under a qualified
employee’s pension, stock bonus, or profit-sharing plan, or trust which
is qualified as an exempt plan for tax purposes (under section 401
(a)), an employee’s qualified retirement annuity contract (covered
under a plan described in section 403(a)), or a retirement annuity
contract purchased for an employee by an employer which is an edu-
cational organization (referred to in sec. 170(b) (1) (A)(ii)) or a
publicly-supported educational, charitable, or religious organization
(referred to in sec. 170(b) (1) (A) (vi)). Second, for purposes of the
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existing estate tax provision (sec. 2089 (c) ), the amount involved must
not be considered as contributed by the employee. Where these two
conditions exist, the value of the nonemployee’s interest payable to
other beneficiaries upon the employer’s death is to be excluded from
the taxable gifts of the surviving spouse to the extent the value of the
interest is attributable to the contrl%utions of the employer and to the
extent the value arises solely by reason of the spouse’s interest in the
community income of the employee under the community property
laws of the State.

This provision will have the effect of equating the gift tax treatment
that occurs upon the death of an employee spouse in a community
property State with that resulting upon the death of an employee.
The amount of benefits payable to other beneficiaries which are attrib-
utable to the nonemployee spouse’s community interest in the value
of the employer’s contribution to the plan would be excluded from
such spouse’s taxable gifts for gift tax purposes.

This provision does not, in the case of the nonemployee spouse in the
community property State, provide any exclusion for a property in-
terest in the plan to the extent it is attributable to the contributions
of the employee spouse. Thus, the surviving spouse’s community in-
terest in the plan which is attributable to contributions made by the
deceased employee spouse could be subject to the gift tax, as under
present law.

E'ffective date

The amendment applies to calendar quarters beginning after De-
cember 31, 1976.

Rev%t;ue effect of estate and gift tax provisions (Items 1 through

These estate and gift tax provisions are estimated to reduce budget

receipts by $1,042 million in fiscal year 1978, $1,367 million in fiscal
year 1979, and $2,006 million in fiscal year 1981.



B. TITLE XXIII—-OTHER AMENDMENTS

1. Outdoor Advertising Displays (sec. 2301 of the bill and sec.
1033(g) of the Code)

Present law

Under present law, gains from involuntary conversions of property
(including casualties and condemnations) are, in general, allowed non-
recognition treatment where money realized from the involuntary con-
version is reinvested, within a limited period of time, in property
which is similar or related in service or use to the property converted
(sec. 1033). A special rule is provided for condemnations of business
or investment real estate (other than inventory property) under which
more liberal rules are adopted for purposes of determining whether
a purchase of replacement real estate qualifies as similar or related
in service or use to the property converted (sec. 1033(g)).

The Internal Revenue Service has ruled that outdoor advertising
billboards and displays are real property for purposes of the invest-
ment credit and depreciation recapture.! However, this administra-
tive interpretation has been successfully challenged in several court
cases which hold that billboards are tangible personal property (and
not real property) for purposes of the investment credit.?

Reasons for change

Federal and State highway beautification statutes authorize the
Government to condemn and purchase privately-owned highway bill-
boards. Because of continuing restrictions on where highway bill-
boards may be located, the former owners of condemned billboards
(particularly small companies) are prevented from using their con-
demnation awards to build and situate replacement billboards; these
taxpayers have been forced instead to reinvest their awards in other
types of real property. The committee is concerned that present un-
certainties in the property classification of billboards will prevent
these reinvestments from qualifying for treatment as involuntary con-
version replacement property. It has, therefore, decided to allow tax-
payers an election to treat outdoor advertising displays as real prop-
erty in certain situations,

E'xplanation of provision
The committee’s decision provides an election for taxpayers to treat
outdoor advertising displays as real property. This election, once

made, is irrevocable without the permission of the Secretary to c?ha.nge
it and it applies to all qualifying outdoor advertising displays of the

1 Rev. Rul. 68-62, 1968-1 C.B. 365.
2 See, e.g., Alabama Displays, Ino. et al. v. United States, 507 F.24 844 (Ct. Cls. 1974) ;
Whiteco Industries, Inc., 85 T.C. 664 (1975).

(24)
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taxpayer. Outdoor advertising displays do not qualify for the election
where the taxpayer has previous % treated the property as tangible
personal property by claiming either the investment credit or addi-
tional first-year depreciation. This limitation is necessary to prevent
abuse of the election by treating the same property as tangible per-
sonal property for purposes of the investment credit and as real
property for purposes of the involuntary conversion replacement
property and depreciation recapture rules,

The term “outdoor advertising display” includes rigidly assembled
outdoor signs and displays which are attached to the ground, a build-
ing, or other permanent structure for purposes of displaying adver-
tising messages to the public. This term includes highway hillboards
attached to the ground with wood or metal poles, pipes or beams, with
or without concrete footings.

The amendment also provides that replacement real property will
be considered “like kind” property even though a taxpayer’s interest in
the replacement property is different from the real property interest
held in a qualified outdoor advertising display which was involun-
tarily converted. This is to enable, for example, purchases of replace-
ment property to qualify under section 1033(g) even though a fee
simple interest in real estate is acquired to replace in part a billboard
i)wnerzls leasehold interest in real property on which the billboard was

ocated.

There is no comparable provision in the House bill.

Effective date
The election under the amendment may be made for purposes of
classifying replacements of qualifying outdoor advertising displays
in taxable years beginning after 1970. It is contemplated that the Sec-
retary will allow taxpayers who have previously made replacements of
qualified outdoor advertising displays during closed taxable years a
sufficient period of time to make an e¥ection for these closed years.

Revenue effect

It is estimated that this provision will have no effect on budget
receipts.

2, Tax Treatment of Large Cigars (sec. 2302 of the bill and secs.
5701(a), 5702, and 5741 of the Code)

Present low

Under present law (sec. 5701(a) (2) ), the manufacturers excise tax
on large cigars (those weighing more than 3 pounds per thousand
cigars) is imposed on the basis of a bracket system with the rate of
Eaﬁ dependent on the retail price of the cigar. The brackets are as

ollows:

Intended retail price per cigar (in cents)
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The retail price of a cigar is defined for Federal tax purposes as
“the ordinary retail price of a single cigar in its principal market.”
The law provides that any State or local tax imposed on cigars as a
commodity is to be excluded when determining the ordinary retail
price.

Reasons for change

The present bracket system is arbitrary in that it produces widely
varying effective rates of tax depending on the retail price of the cigar.
For cigars intended to retail for 20 cents each or less, the effective
rate of tax depends on a combination of the rate of tax for the given
bracket and the point within the bracket that a cigar is intended
to sell for. Thus, in the wide bracket covering cigars intended to
retail for over 8 cents and not over 15 cents, the tax rate of $10 per
thousand varies from a maximum of 12 percent of the intended retail
price (including the tax) for cigars priced at three for 25 cents to a
minimum of 6.7 percent for cigars intended to retail for 15 cents
each. This 6.7-percent minimum effective rate also applies to cigars at
the top of the over 4 cents and not over 6 cents bracket. However, in
the over 6 cents and not over 8 cents bracket, the minimum effective
rate 1s 8.8 percent. At the very bottom of the tax scale (namely, in the
case of cigars intended to retail for not more than 214 cents each), the
tax of $2.50 per thousand imposes an effective rate of 10 percent of the
retail price for cigars intended to retail at two for 5 cents.

A corollary of the variability of the effective rates of tax is the
fact that a shift in the price of a cigar from the top of one bracket
to the bottom of the next tax bracket can result in a tax increase dis-
proportionate to the price increase. An example of this is the in-
crease in tax from $4 to $7 per thousand between cigars intended to
retail for 6 cents and those intended to retail for more than 6 cents
and not over 8 cents. At the 6-cent level, the tax is 6.7 percent of the
retail price and 10.4 percent of the manufacturer’s net price (exclusive
of tax).* If the manufacturer of a 6-cent cigar raised the stated re-
tail price to three for 20 cents, the effective rate of tax would increase
to 10.5 percent of the retail price and 17.5 percent of the manufac-
turer’s net price. The manufacturer would net only $1.70 more per
thousand cigars although consumers would pay $6.67 additional. This
bracket system not only discriminates among producers depending on
the price at which they sell their cigars within a bracket but also
prevents manufacturers from freely adjusting prices to meet cost
changes.

There is no way to determine precisely how the burden of the cigar
tax is distributed between consumers and owners of manufacturing
firms. In either event, however, the present tax is discriminatory. To
the extent it is borne by consumers, the burden imposed by the tax
varies erratically depending on the intended retail price of the cigars
purchased. To the extent it is borne by manufacturers, the burden of
the tax varies depending on the particular price lines produced by each
manufacturer. As a percent of sales, the tax paid 1s least for those
manufacturers whose production is concentrated in price classes
where the effective rate of tax is at a minimum.

1 This assumes the usual standard markup in determining the retail price.
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These problems of the bracket system have been recognized for a
long time by the cigar industry, the Treasury Department, and the
Congress. When the tax on cigars was collected by means of the pur-
chase of stamps, practical consideration favored the use of some type
of bracket system in order to keep to a reasonable level the number
and denomination of stamps that had to be printed. However, the use
of stamps as evidence of payment of tax was discontinued in June
1959. As a result, there now is no reason why the bracket system
should not be eliminated.

A change from a tax base of the intended retail price to a base of
the intended wholesale price will make administration of the tax
easier and avoid many of the problems associated with the present
tax base of the intended retail price in the cigar’s principal market.
Administration of the tax will be facilitated because wholesalers tra-
ditionally sell a given cigar at the same price to different retailers.
Retail prices do not have this consistency. In addition, verification
that sales actually take place at the list price will be easier than in the
case of the intended retail price because there are far fewer whole-
salers than retailers.

With a tax based on the wholesale price rather than the retail price,
a rate of 10 percent is required in order to produce the same tax yield
as is produced under present law. However, if a substantial tax increase
is not to result for many cigars, a rate which is lower than this is re-
quired. Substitution of an ad valorem rate of tax for the present
bracket system, of necessity, has a differing impact on individual firms
within the cigar manufacturing industry.

An ad valorem rate set at 10 percent of the wholesale price would
mean that those firms which have produced cigars which sold at prices
where the tax rate was relatively low under the bracket system would
be faced with a tax increase with such a rate. Firms producing cigars at
prices where the tax rate has been relatively high under the bracket
system, of course, would obtain some benefit under a 10-percent rate
structure. In a transition of this type, however, in order to prevent a
tax increase for a large number of lines of cigars, a reduction in the
average rates of tax is necessary.

In addition to the need for a tax rate decrease because of a shift
to an ad valorem system, a decrease in the rate of tax for cigars also is
justified for other reasons as well, First, when many excise taxes were
reduced or eliminated in 1965, the tax on cigars was nevertheless main-
tained at preexisting rates. Second, the cigar industry in recent years
has been experiencing considerable financial difficulty. Sales have
dropped dramatically from 9 billion cigars in 1964 to about 6 billion
in 1975—a period of rising costs.

FEzplanation of provision

This amendment changes the present law tax on large cigars (those
welghing more than 3 pounds per thousand ?) to a tax of 814 percent of
the wholesale price, but not more than $20 per thousand cigars.

Wholesale price, as defined in this amendment, means the manufac-
turer’s or importer’s suggested delivered price of the cigar to retailers
(including in this price this Federal cigar tax). This price is to be de-
termined before any trade, cash, or other discounts, or any promotion,

2 Small cigars are not taxed on the basis of price. Their tax rate 18 75 cents per thousand.
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advertising, display, or similar allowances. Generally, this wholesale
price is the traditional manufacturer’s or importer’s declared intended
catalog or list delivered bulk price to retailers. Where the manufac-
turer or importer has no suggested delivered price to retailers for the
particular cigar in question %as may happen, for example, if he sells
only at retail, or where the suggested delivered price to retailers is not
adequately supported by bona fide arm’s length sales), the amendment
grovides that the wholesale price is to be determined by the Treasury

epartment on the basis of the price for which cigars of comparable
retail price are sold to retailers in the ordinary course of trade.

In most cases the wholesale price will be adequately supported by
sales by the wholesalers to retailers. In only a few situations will it be
necessary for the Treasury Department to determine the wholesale
price on the basis of the price for which cigars of the same or compa-
rable retail price are sold to retailers in the ordinary course of trade.

The use of the intended wholesale price as the tax base will elimi-
nate the troublesome determination of the retail price of a single cigar
in its principal market.

The wholesale price does not include State or local taxes imposed on
cigars as a commodity. The present law exclusion of such taxes from
the tax base is continued by this amendment. If a manufacturer nor-
mally includes State or local taxes in his “wholesale price,” he must
show the price net of any such taxes in a manner satisfactory to the
Treasury Department for the purpose of imposing the tax provided
by this amendment.

This amendment also amends the Code (sec. 5741) to include im-
porters among those persons required to keep records prescribed by
the Treasury Department and to provide that the required records be
available for inspection by internal revenue officers during business
hours. The existing statutory requirement is extended to importers in
order to avoid any doubt that appropriately prescribed regulations
may require them to keep records which are needed. This is particu-
larly relevant with the change in manner of imposition of the tax on
large cigars and the added definition of “wholesale price” which will
likely result in a requirement that records be kept by importers.

There is no comparable provision in the House bill.

E ffective date
The effective date of the changes made by this amendment is the
first day of the first month which begins more than 90 days after the
date of enactment. This date provides taxpayers and the Treasury De-
partment with sufficient time to make the required administrative
changes.

Revenue effect

This provision will reduce budget receipts by $7 million in fiscal
year 1977, $7 million in fiscal year 1978, and $7 million in fiscal year
1981.

3. Treatment of Gain from Sales or Exchanges Between Related
Parties (sec. 2303 of the bill and sec. 1239 of the Code)

Present law

Under present law, recognized gains from a sale or exchange of
depreciable property are denied capital gain treatment if the trans-
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action is between a husband and wife, or between an individual and
a corporation over 80 percent of the value of whose stock is owned
by the individual, his spouse, and his minor children or grandchildren
(sec. 1239%. This rule applies where the shareholder sells property to
his controlled corporation, and vice versa. ]

Although the present statute covers a sale or exchange “directly or
indirectly” between an individual and u controlled corporation, the
courts have held that this language does not reach gain on a sale of
depreciable property between two corporations each of which is more
than 80 percent controlled by the same individual and his family. The
courts have refused to follow a ruling by the Internal Revenue Service
that a sale between two such commonly controlled corporations is (for
purposes of this provision) “indirectly” a sale between the individual
and the corporation.?

Reasons for change

In enacting section 1239 (and its predecessors in the 1939 Code),
Congress sought to prevent the practice of selling a low basis-high
value depreciable asset to a controlled corporation in order to “step
up” the basis of the asset for depreciation purposes in the hands of
the corporation at the cost of a capital gain tax to the selling share-
holder.? The corporation’s basis would be its cost for the property,
which in turn would reflect appreciation in value in the hands of the
shareholder.

In refusing to interpret “indirectly” to cover commonly controlled
corporations, the courts have not disagreed that corporations under
common control can and do engage in sales or exchanges with each
other to obtain the tax benefits which Congress sought to prevent if
the sale were made directly between the shareholder and the corpora-
tion. The courts, however, have generally based their decisions on
technical factors involving the language of the present statute and
some ambiguity in the legislative history of the provision.

The potential for abuse is as evident in such cases, however, as in
sales between a shareholder and his controlled corporation. In both
situations, the shareholder (or his family) maintains control over the
asset while the corporation obtains a higher depreciable basis in the
property. The committee sees no reason why a sale between corpora-
tions controlled by the same individual should be treated differently
from a sale between an individual and his controlled corporation
should be treated differently (under section 1239)2 from a sale between
corporations controlled by the same individual.

No rules of constructive ownership are provided in section 1239 for
purposes of determining the ownership of stock under that provision.
As a result, a taxpayer may be able to structure a transaction to cir-
cumvent the applicability of the section. For example, a taxpayer
desiring to sell depreciable property to a corporation which he wholly
owns may be able to avoid section 1239 by (prior to the sale) contrib-

1 Rev. Rul. 69-109, 1969-1 C.B. 202,

2 H. Rept. 586, 82d Cong., 1st Sess. (1951), 1951-1 C.B. 357, 376. The committee report
states that this type of transactior may be bighly advantageous “when the sale may be
carried out without loss of control over the asset because the corporation to which the asset
is s0ld is controlled by the individuals who make the sale.”’

3 The depreciation recapture rules of sections 1245 and 1250 would have a limited use
to 1prevent this abuse where sales are made between controlled corporations of property
which has a low basis but a high value. In such cases, sections 1245 and 1250 would re-
capture as ordinary income only a relatively small portion of the seller's gain.

74-780 O~ 76 - 3
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uting his stock in the corporation to a holding company or by trans-
ferring 20 percent of his stock to a trust for the benefit of members of
his family. Although it can be argued that the taxpayer continues to
own the stock “indirectly” and section 1239 therefore should come
into play, as explained above, the courts have been reluctant to give a
broad interpretation to the term “indirectly.”

Explanation of provision

The committee amendment revises and strengthens section 1239 in
several ways. First, the amendment adds a rule which brings within
the scope of this provision a sale or exchange of property between
commonly-controlled corporations. Second, the amendment makes
rules of constructive ownership applicable in determining stock own-
ership under this provision generally. For this purpose, the present
rules which apply under section 318 are incorporated by reference.
Third, the amendment changes the control requirement which brings
section 1239 into effect from over 80 percent to 80 percent or more in
value of a corporation’s stock. (This latter change follows the concept
of control reflected in the reorganization rules, where control means
at least 80 percent or greater control (sec. 368(c)).

Under the first of the changes made by the committee, the treatment
of gain as ordinary income in the case of a sale between commonly
controlled corporations is to occur at the level of the transferor (seller)
corporation rather than at the level of the shareholder. The construc-
tive ownership rules are to be used to determine whether the 80 per-
cent stock ownership requirement has been met, but (in the commonly
controlled corporation situation) the actual tax effect of recharacter-
izing gain as ordinary income is to occur at the corporate level.*

The committee does not intend to prevent section 1239 from being
invoked to produce ordinary income to a shareholder where a cor-
poration is used as a conduit to make a sale to another controlled
corporation, or where the entity of a corporate transferor is properly
disregarded for tax purposes. These situations will result in ordinary
income to the shareholders.’

The incorporation of constructive ownership rules into section 1239
applies %enerally to this section and is not limited to sales between
commonly controlled corporations. In light of the section 318 rules, the
80-percent requirement of section 1239 will continue to be measured
by reference to the value of the company’s outstanding stock; how-
ever, the stock which will be grouped together in measuring control
will include stock considered owned by an individual under the con-
structive ownership rules. Thus, for example, if a father owns out-
right 79 percent of the stock (by value) of a closely held corporation
and a trust for his children owns the remaining 21 percent of the
stock, the children will be deemed to own the stock owned for their

4+ If the transferor corporation is a subchapter S corporation (i.e, a corporation which
has made an election under sections 1371-1379 of present law), gain which Is denied
capital gain treatment by reason of the committee amendment will be included in the
corporation’s undistributed taxable income which is taxed to its shareholders (pursuant
to sec. 1373 of the Code).

§ The committee’s amendment bringing sales between certain controlled corporations
within section 1239 also is not intended to make such sales less subject (than they are
under present law) to allocations of Income between or among the corporations or their
sharebolders under section 482 of present law. Nor is the amendment intended to make
such sales no longer subject to constructive dividend treatment to the controlling share-
holder (as may occur in appropriate cases under present lawj.
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benefit by the trust in proportion to their actuarial interests in the
trust (sec. 318(a) (2) (B)). The father will, in turn, constructively
own the stock so deemed to be owned by his children (sec. 318(a) (1)
(A) (ii) ). The result will be that the father will be treated as owning
all the stock of the corporation, and any gain he would otherwise
have to recognize from selling depreciable property to the corpora-
tion would be treated by section 1239 as ordinary income.

Also, the constructive ownership rules mean, among other
things, that if a shareholder holds an option to acquire stock (such
as from another shareholder), he will be treated as owning the stock
which he could acquire by exercising the option (sec. 318(a)(4)).
The members of a shareholder’s family are also broadened beyond
a spouse, minor children, and grandchildren to include parents and
adult children (sec. 318(a)(1)).®

There is no comparable provision in the House bill.

Effective date

This provision applies to gain recognized on a sale or exchange
made after the date of enactment of the amendment. A transition
rule is also provided under which the new rules will not apply to 2
sale or exchange after the date of enactment but occurring pursuant
to a binding contract entered into before the date of enactment.

Revenue effects

It is estimated that this provision will result in an increase in budget
receipts of less than $5 million annually.

4. Application of Section 117 to Certain Education Programs for
Members of the Uniformed Services (sec. 2304 of the bill and
sec. 117 of the Code)

Present law

Amounts received by an individual as a scholarship or fellowship
ant for study, research, etc., at a qualified educational institution
as defined in sec. 151(e)(4)) are generally excluded from gross
income (sec. 117(a) ). However, such amounts are not excludible from
gross income if they represent compensation for past, present, or fu-
ture employment services, or if the studies or research are primarily
for the benefit of the grantor or are under the direction or supervision
of the grantor (Treas. Regs. § 1.1174(c)).

During calendar years 1973, 1974, and 1975, amounts received from
appropriated funds as a scholarship (including the value of con-
tributed services and accommodations) by a member of a uniformed
service * who was receiving training under the Armed Forces Health

% As another example of the effect of the stock attribution rules, assume that a share-
holder owns 80 percent of corporations A and B. The shareholder attempts to plan around
the rule in the amendment bringing sales between controlled corporations within section
1239 by contributing his stock in corporation B to newly formed holding company C,
which the shareholder wholly owns, and then having 4 sell depreciable property to B. With-
out attribution, this sale might be found (under present law) not to be covered by section
1239. However, the attribution rules under the amendment will treat the shareholder as
owning the B stock owned by holding company O, so that A's gain on the sale will be
ordinary income

For purposes of section 1239, attribution to a shareholder of stock owned by a cor-
i:orat!on. or vice versa, is to occur without regard to the 50-percent limitation contained

n gections 318(a) (2) (C) and 318(a) (3) (C).

1 Ag defined under 37 U.8.C., See. 101(38).
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Professions Scholarship Program ? (or any other similar program, as
determined by the Secretary of the Treasury) were specifically ex-
cluded from gross income by congressional action.? This exclusion was
available whether the member was receiving training while on active
duty or in an off-duty or inactive status, and without regard to
whether a period of active duty was required of the member as a con-
dition of receiving those payments.

Reasons for change

The Internal Revenue Service has ruled (Rev. Rul. 76-99) that,
without further legislation, all amounts received under the Armed
Forces Health Professions Scholarship Program will be treated as
compensation and therefore includible in gross income for calendar
years 1976 and thereafter. In view of the Congressional and executive
concern regarding the need for these health professions scholarships
for the uniformed services, the committee concluded that those scholar-
ships should continue to be excluded from gross income pending a
thorough staff review of the appropriate tax treatment of the grants
in view of the overall national policy toward the military (and other
uniformed service) health professions program.

Ezplanation of provision

The committee amendment extends the prior law exclusion from
gross income (under P.L. 93-483) for amounts received under the
Armed Forces Health Professions Scholarship Program (or substan-
tially similar programs) for one more year (1976). This will give
the committee additional time to determine the appropriate tax treat-
ment of those scholarship programs. The House bill contains no similar
provision ; however, the House Committee Report on H.R. 10612 states
that the Committee on Ways and Means, with the assistance of the
Internal Revenue Service, will study the tax treatment of scholar-
ships and fellowships.

Effective date
This provision is effective for amounts received during calendar
year 1976.

Revenue effect
It is estimated that this provision will decrease budget receipts by
$2 million in the transition quarter and $3 million in fiscal year 1977.

5. Tax Counseling for the Elderly (sec. 2305 of the bill and sec.
7803(a) of the Code)

Present lanw
_ Present law provides a number of tax benefits for elderly or retired
individuals; however, it contains no provision dealing with tax coun-
seling for the elderly.

Reasons for change

Preparation of a tax return is frequently a difficult task for the
elderly. Upon reaching retirement age, taxpayers are often confronted

2 Authorized by the Uniformed Services Health Professions Revitalization Act 1
(10 U.S.C., secs.y2120—2127). ¢ zation Act of 1972
2 Public Law 93483 (H.R. 12035; 93rd Congress, 1st sess.), October 24, 1974.
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with new provisions and complex forms to contend with. They often
must complete a retirement income credit schedule, determine the
taxable portion of their annuities, or compute the taxable gain when
they sell their residences. For an untrained elderly individual, who
has perhaps had no experience with the preparation of tax returns
other than the short form 1040A, this change In circumstances may
result in overpayment of tax.

Explanation of provision

The amendment authorizes the Secretary of the Treasury, through
the Internal Revenue Service, to enter into training and technical
assistance agreements with private or public nonprofit agencies and
organizations to prepare volunteers to provide tax counseling assist-
ance for elderly individuals in the preparation of their Federal in-
come tax returns. It permits the Service to provide reimbursement
to volunteers for transportation, meals, and other expenses incurred
by them in training or providing counseling assistance. The amounts
received by the volunteer as reimbursement for these expenses are
to be exempt from income and social security taxes, except to the extent
that a charitable contribution or other deduction is claimed for these
expenses. The Secretary is authorized to provide the volunteers with
preferential access to Internal Revenue Service taxpayer service repre-
sentatives and make available technical information and material
needed for their use.

The amendment also authorizes the Secretary to hire retired former
Internal Revenue Service employees who could, under this committee
amendment, work up to 720 hours a year without losing their pensions.
These temporary employees would primarily be used to provide tax
assistance services, but the Service is also given authority to use these
individuals to administer and enforce the tax laws. Additionally, the
amendment provides that, from time to time, the IRS is to direct the
attention of elderly individuals concerning tax measures of particu-
lar interest to the elderly, such as the retirement income credit. An
“elderly individual” is defined as a person who has reached the age
of 60 as of the close of a taxable year.

Appropriations to carry out these provisions are authorized by the
amendment in the amounts of $2 million for fiscal 1978 and $3 million
for fiscal 1979.

The House bill contains no comparable provision.

Effective date
This provision is to be effective on the date of enactment.

Revenue effect

It is estimated that this provision will have little effect on Federal
revenues, but will involve expenditures of up to $2 million for fiscal
year 1978 and up to $3 million for fiscal year 1979.

6. Credit for Certain Expenses Incurred in Providing Education
(sec. 2306 of the bill and sec. 44D of the Code)

Present law

Under present law, there is no tax credit or deduction for personal
educational expenses. However, a deduction may be taken for certain
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educational expenses which qualify as trade or business expenses under
section 162. In addition, individuals may generally exclude from gross
Income amounts received as scholarships or fellowships (sec. 117).

Reasons for change

The cost of a college education has increased dramatically in recent
vears. The committee is concerned about the growing number of qual-
ified students who are prevented from obtaining a higher education
because of the increasing costs. The escalating costs are making it in-
creasingly difficult for many parents to provide their dependents with
a higher education. The impact of rising college education costs has
been particularly hard on middle-income families. Low-income fam-
ilies are eligible for the various Government programs providing di-
rect grants, work-study programs, and guaranteed or low-interest
loans, while high-income families are generally able to afford college
expenses. The committee believes that tax assistance is necessary to
help assure a greater access to a higher education.

Ezplanation of provision

The amendment provides a nonrefundable tax credit for certain
education expenses paid by an individual, for himself, his spouse, or
his dependents. The amount of the credit for each student is not to
exceed $100 for expenses paid in 1977 and increases by $50 each year
until it reaches a 1imit of $250 for expenses paid in 1980 and subse-
quent years. Subject to this limitation, the credit is allowed for 100
percent of the eligible educational expenses. There is no comparable
provision in the House bill.

The education expenses which are eligible for the credit are the
tuition and fees required for the enrollment or attendance of a student
at an eligible educational institution and the fees, books, supplies,
and equipment required for courses of instruction at an eligible educa-
tional institution. The credit is not available for any amount paid di-
rectly or indirectly for meals, lodging, or other personal, living, or
family expenses. )

To be eligible for the credit, the education expenses must be paid
with respect to an individual who is, for at least 4 months during
the calendar year, a full-time student above the secondary level at an
institution of higher education (as described in the Higher Educa-
tion Act of 1965) or at a vocational school (as defined in the Voca-
tional Education Act of 1963). The tax credit is available only for
amounts attributable to instruction for which course credit is allowed
toward a baccalaureate degree by an institution of higher education or
toward a certificate of required course work or training at a vocational
school. The credit is not available for expenses attributable to gradu-
ate work or for recreational or noncredit courses. However, the credit
is available for individual graduate-level classes taken for credit to-
ward a baccalaureate degree. In the case of an integrated graduate/
undergraduate program (for example, a program leading to the
degrees of B.S. and D.D.S.), it is intended that the Internal Revenue
Service will develop rules allocating expenses between undergraduate
and graduate programs.

The amount of educational expenses eligible for the credit for an
individual is to be reduced by the amount received by that individual
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as a tax-exempt scholarship or fellowship grant or under the GI Bill.
However, unless the scholarship or benefit reduces the amount below
the maximum amount against which the credit is taken, the amount
of the credit is not reduced. In addition, rules are provided for the
proration of the credit where more than one taxpayer pays the educa-
tional expenses of an individual. Further, no credit is allowed for the
educational expenses of the taxpayer’s spouse unless the taxpayer and
his spouse file a joint return. No deduction is to be allowed under
section 162 (relating to trade or business expenses) for any educa-
tional expense which is taken into account in determining the credit
under this provision.

Efective date

This provision applies to educational expenses paid after June 30,
1977, for courses of instruction commencing after June 30, 1977.

Revenue effect
It is estimated that this provision will decrease budget receipts by
$467 million in fiscal year 1978, $711 million in fiscal year 1979, and
$1,108 million in fiscal year 1981.

7. Commission on Value Added Taxation (sec. 2307 of the bill)

Present law

There is no present law provision relating to a specific study of the
value-added tax or other alternative tax sources. The Code (sec. 8022)
does provide that the Joint Committee on Internal Revenue Taxation
is to “investigate the operation and effects of the Federal system of
internal revenue taxes.”

Reasons for change

It appears desirable to the committee to provide for a specific study
of value added taxation in order to determine its possible impact on the
Federal revenue system, as well as its effect on savings, consumption,
capital formation, and trade policy and as an alternative revenue source
for social security financing. There is an increasing concern regarding
the future financing of the social security system in view of the present
reliance on payroll taxes because of the burden on lower-income work-
ers and on smaller employers as well. Suggestions have been made for
general revenue financing for part of the outlays under the present
social security benefit system.

In addition, concern has been voiced by some regarding the impact
of tax policy on savings and capital formation. Further, since the
Western European (Common Market) countries have moved to an
increased reliance on the value-added tax in recent years, there ap-
pears to be a possible competitive trade problem in view of the GATT
allowance of rebates of value-added taxes on exports from these coun-
tries to the United States (and other countries) at the same time the
VAT is imposed on goods imported from the United States (and other
countries).

Explanation of provision
The committee amendment establishes a National Commission on
Value Added Taxation. The Commission is to study the effects of the
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value-added tax on Government finance in general, and also is to
specifically review its impact on savings, consumption, capital forma-
tion, international trade policy, as well as considering the VAT as a
possible alternative source of financing the social security system. The
Commission is to issue its final report to the President and Congress
by December 31, 1977.

The Commission is to consist of 20 members, and the members are
to be appointed as follows:

(1) two Members of the Senate appointed by the President
pro tempore of the Senate (with no more than one Member from
any one political party) ;

(2) two Members of the House of Representatives appointed
by the Speaker of the House of Representatives (with no more
than one Member from any one political party) ;

3) the Secretary of the Treasury;
4) the Secretary of Commerce ;
(5) the Secretary of Labor;
%6) the Chairman of the Council of Economic Advisors; and
7) twelve members appointed by the President (by and with
the advice and consent of the Senate) from among individuals of
the general public who are representative of industry, labor, and
consumer organizations, or other individuals who are especially
qualified to serve on the Commission.
The Commission is to select its own Chairman and Vice Chairman by
majority vote.

The amendment authorizes an appropriation of up to $1 million to
finance the study, and grants the Commission authority to hire an
executive director and other necessary staff and consultants to assist
the Commission in conducting the study, at rates not to exceed the
maximum basic pay authorized by the General Schedules. This includes
authority to pay necessary travel-related expenses of the members and
staff. Commission members (other than those who are full-time officers
or employees of the U.S. Government% are to receive compensation
at the daily rate in effect for grade GS-18 during the time they are
engaged in performing duties of the Commission.

Further, the Commission may secure directly from any Federal de-
partment or agency the information and assistance necessary to carry
out its duties; such departments and agencies are authorized and
directed to furnish information and assistance to the Commission to
the extent permitted by law and within the limits of available funds.
In addition, all meetings, hearings, conferences, or other proceedings
of the Commission are to be open to the public, unless the members
vote otherwise. Such a vote can be taken only at a meeting open to the
public. Finally, the Commission is to cease to exist 180 days after
submission of its final report to Congress.

The House bill contains no comparable provision.

Effective date
This provision is effective on the date of enactment. The appoint-
ments to the Commission are to be made within 120 days after date of
enactment, and the Commission’s final report to the President and
Congress is due by December 31, 1977.
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Revenue effect ‘
This provision has no effect on Federal revenues, but involves an
expenditure of Federal funds of up to $1 million.

8. Interest on Certain Governmental Obligations for Hospital Con-
struction (sec. 2308 of the bill and sec. 103 of the Code)

Present law

In general, industrial development bonds are not eligible for exemp-
tion from the Federal income tax on interest income. The term indus-
trial development bond includes obligations from which all or a major
portion of the proceeds are used in a trade or business by a person
other than an exempt person. An “exempt person” is defined as a gov-
ernmental unit or an organization described in section 501(c) (3) and
exempt from tax under section 501(a), except for unrelated trade or
business activity. ) )

Exceptions have been made for such issues to finance certain facil-
ities which possess elements of a public character and the develop-
ment costs of industrial parks. In addition, an exemption also is pro-
vided for certain small issues which do not exceed $5 million. The
exempt activities of a public character include providing residential
real property for families. sports facilities. convention or trade show
facilities, certain freight and passenger transportation facilities, pol-
lution control or waste disposal facilities, and certain local public
utility facilities.

Public hospitals operated by governmental units may be financed
with tax-exempt bonds. but private hospitals are not eligible for
financing with industrial development bonds except under the small
issues exemption.

Reasons for change

The costs of constructing and equipping hospitals have escalated
so rapidly in the past several years that it is not possible to construct
a moderate-sized private hospital within the $5 million limitation.
This is a matter of importance in many rural areas where public hos-
pitals have not been built.

The committee decided that it would be appropriate to increase
the small issnes limitation as it applies to private hospitals, so long
as the appropriate State government health agency certifies that con-
struction of the hospital is necessary. This would assure that tax-
exempt bonds are issued only where other local hospital facilities are
inadequate or lacking.

E'zplanation of provision

The amendment adds a special exception from the $5 million limit
for small issues which will permit issues up to $20 million for a pri-
vate hospital which is certified as necessary by the appropriate State
health agency. There is no corresponding provision in the House bill.

Effective date

The amendment is effective for obligations issued in taxable years
beginning after December 31, 1976.
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Revenue effect

It is estimated that this provision will decrease budget receipts by
$1 million in fiscal year 1977, $3 million in fiscal year 1978, and $14
million in fiscal year 1981.

9. Group Legal Services Plans (sec. 2309 of the bill and secs. 120
and 501(c)(20) of the Code)

Present law

Prepaid group legal services plans are a recent, innovative means of
groviding legal services. Because of the relative novelty of these fringe
enefit plans and the variety of their design, the tax treatment of the
employer contributions on behalf of the employee and of the benefits
received by the employee under such plans has not yet been clearly
established.

However, depending on the structure of the plan, it appears that
the employee will be required to include in his income either (1) his
share of the amounts contributed by his employer to the group legal
services plan or (2) the value of legal services or reimbursement of
expenses for legal services received under the employer-funded plan,
or both. (If plans are funded with contributions which are partially
taxable and partially tax-free to the employee, the employee may be
required to include any benefits in income to the extent the contribu-
tions for the plan constitute amounts not previously included in the
employee’s income.)

Amounts contributed by the employer for an employee to a group
legal services plan or the value of services or reimbursements if pro-
vided directly by the employer to the employee under a plan are de-
ductible by the employer as ordinary and necessary business expenses,
if they meet the usual standards for trade or business deductions.

Reasons for change

The committee believes that it is appropriate to provide a tax incen-
tive to promote prepaid legal services plans. Within the last 3 years,
the American Bar Association and many State bar associations have
endorsed the creation of this type of arrangement as a means of mak-
ing legal services more generally available. Several unions have al-
already established prepaid group legal services plans which are sup-
ported entirely or in part by employer contributions.

The committee believes that excluding such employer contributions
from the employees’ income will promote interest in such plans and
increase the access to legal services for many taxpayers by encourag-
{)n;z e;imployers to offer and employees to seek such plans as a fringe

enefit.

The committee believes a tax incentive, which would increase the
availability of legal services, is especially helpful to middle-income
taxpayers who at present may be the most under-represented economic
group in terms of legal services. Lower-income persons have access to
publicly-supported legal aid services, while taxpayers with higher
incomes can generally afford their own legal expenses.

The committee believes that providing favorable tax treatment for
group prepaid legal services plans (which has some similarity to the
tax treatment provided for accident and health plans) will grant tax-
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payers some relief from the high cost of legal fees and will promote the
adoption and implementation of such plans by many employers and
employees.

In order to insure that the tax law encourages only those plans
which may be considered nondiscriminatory employee fringe benefits,
the committee believes it necessary to adopt rules which will pro-
hibit discrimination and minimize the possibility of abuse of the tax
incentive by those taxpayers who might create such plans to channel
otherwise taxable compensation through a plan providing a tax-free
fringe benefit.

Explanation of provision

The committee amendment excludes from an employee’s income
amounts contributed by an employer to a qualified group legal services
plan for employees (or their spouses or dependents) as well as any
services received by an employee or any amounts paid to an employee
under such a plan as reimbursement for legal services for the em-
ployee, his spouse, or his dependents. The exclusion does 1.0t apply to
direct reimbursements made by the employer to the employee. There
is no corresponding provision in the House bill

In order to be a gualified plan under which employees are entitled
to the tax-free benefits provided by the amendment, a group legal
services plan must fulfill several requirements with regard to its pro-
visions, the employer, and the covered employees. These requirements
are designed to insure that the tax-free fringe benefits are provided
on a nondiscriminatory basis and that the possibility of tax abuse
through the misuse of such plans is minimized.

A qualified group legal services plan must be a separate written plan
of an employer for the exclusive benefit of his employees or their
spouses or dependents. The plan must supply the employees, their
spouses, and dependents with specified benefits consisting of personal
(1.e., nonbusiness) legal services through prepayment of, or provision
in advance for, all or part of an employee’s, his spouse’s. or his depend-
ents’ legal fees. Benefits must be set forth so that the employees under-
stand what legal services are covered by the plan.

The amendment also provides that amounts contributed by em-
ployers under a plan may be paid only (1) to insurance companies,
(2) to trusts (exempt under new sec. 501(c) (20), described below),
(3) as prepayments to providers of legal services under the plan, or
(4) to a combination of the three permissible types of payment
arrangements.

In order to be a qualified plan, a group legal services plan must
also meet requirements with respect to nondiscrimination in contri.
butions or benefits and in eligibility for enrollment.

The committee amendment requires that the contributions paid by
an emplover and the benefits provided under a plan may not discrimi-
nate in favor of emnloyees who are officers. shareholders. self-employed
individuals, or highly-compensated. The plan must benefit employees
who qualify under a classification which the employer sets up and
which the Service determines does not discriminate in favor of em-
nlovees who are officers. shareholders, self-employed individuals. or
hizhly-compensated. However. in determining whether the classifica-
tion is discriminatory the employer may exclude from the calculations
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those employees who are members of a collective bargaining unit if
there is evidence that group legal services plan benefits were the sub-
ject of good faith bargaining between representatives of that group
and the employer.

A Timit is placed on the proportion of the amounts contributed
under the plan which can be for employees who own more than b per-
cent of the stock or of the capital or profits interest in the employer
corporation or unincorporated trade or business. The aggregate of
the contribirtions for those employees and their spouses and depend-
ents must not be more than 25 percent of the total contributions.

Under the amendment, in order to be treated as a qualified group
legal services plan, the plan must notify the Internal Revenue Serv-
ice that it is applying for recognition of this qualified status. If the
plan fails to notify the Service by the time prescribed in Treasury
requlations, then the plan cannot be regarded as a qualified plan for
any period before it in fact gave notice. For example, if the Treasury
regulations provide that a plan is required to notify the Service
before the end of the first plan year in order to be treated as a qualified
plan from the beginning of the first plan year, and the organization
does not file its notice until half-way through the second plan year,
then (1) the oreanization is not qualified for its first plan year, and
(2) the organization is not qualified for that part of the second plan
year preceding the date on which the notice finally was filed. How-
ever. if the notice was filed on the last day of the first plan year, then
the oreanization would be gqualified from the first day of that first
plan vear?

Furthermore, several additional special rules and definitions are
to apply to qualified group legal services plans.

An individual who is an employee within the meaning of section
401(c) (1) of the Code is, for purposes of these group legal services
provisions. an “employee” and also is a “self-employed individual”.
This means that. in general. the term “self-employed individual”
means, and the term “employee” includes. individuals who have earned
income for a taxable vear. as well as individuals who would have
earred income except that their trades or businesses did not have net
profits for a taxable vear.

An individual who owns the entire interest in an unincorporated
trade or business is treated as his own employer. A partnership is
considered the employer of each partner who 1s an employee of the
partnership. Under a special rule for the allocation of contributions,
the Treasury Department’s regulations must provide that allocations
of amounts contributed under the plan shall take into account the
expected relative utilization of benefits to be provided under the plan
from those contributions or plan assets and the manner in which any
premium charge (or retainer or other price) for the plan was
developed.

The term “dependent” has the meaning given to it under section
152. Therefore, the plan may cover an individual whose relationship
to the employee is listed in section 152, if the employee provides over

1 Recognizing that existing plans are to be envered by this provision and that there
may be a delay in fgxe final publication of these notification regulations, the amendment
algo provides that this initial notlce is to be consgidered timely if it 1s given at any time
th{gggh the 90th day after the publication of the firgt final Treasury Regulations on this
po
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half of the support for that individual for the calendar year in which
the employee’s taxable year begins. Since the plan must be for the
exclusive benefit of employees and their spouses and dependents, the
plan is not to cover any otherpersons,

For determining stock ownership in corporations, the amendment
adopts the attribution rules provided under subsections (d) and (e)
of section 1563 (without regard to sec. 1563 (e) (3) (C) ). The Treas-
ury Department is to issue regulations for determining ownership
interests in unincorporated trades or businesses, such as partnerships
or proprietorships, following the principles governing the attribution
of stock ownership.

The amendment also provides that a trust created or organized in
the United States, whose exclusive function is to form part of a quali-
fied group legal services plan under section 120, is to be exempt from
income tax gnew sec. 501(c) (20)). Such a trust shall be subject to
the rules governing organizations exempt under section 501(c), in-
cluding the taxation of any unrelated business income.

Effective date

g‘his provision applies to taxable years beginning after December 31,
1978.

The time within which a plan must apply to the Service for recog-
nition of its status as a qualified group legal services plan under the
notice requirement of this amendment is not to expire before the 90th
day after the Treasury Department’s regulations on this point first
become final.

A written group legal services plan that was in existence on Janu-
ary 1, 1976, is to be treated as meeting the requirements for a qualified
plan for the retroactive period under this amendment and also up to
the 180th day after the bill’s enactment. If, on January 1, 1976, the
plan was maintained under a collective bargaining agreement, then the
plan is to continue to be treated as qualifying under this amendment
past the 180th day after enactment, until the termination of the last
collective bargaining agreement under which the plan is maintained,
but in no event past December 31, 1981, A fter the termination of the
agreement (or on the 180th day after enactment, or on January 1,
1982, whichever applies in the particular case) the plan must comply
with the antidiserimination, etc., requirements set forth in this pro-
vision (new sec. 120) in order for the tax benefits provided by this
amendment to apply.

Revenue estimate

It is estimated that this provision will decrease budget receipts by
$5 million for fiscal year 1977, $8 million for fiscal year 1978, and $33
million for fiscal year 1981 (and this revenue loss will continue to
increase significantly thereafter). ‘

10. Exchange Funds (sec. 2310 of the bill and sections 368, 721.
584 and 683 of the Code)

Present law
An exchange fund is an investment entity through which large
numbers of investors pool stocks or debt securities which usually are
hlghly appreciated in exchange for shares of the fund. These arrange-
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ments allow investors to diversify their concentrated ownership of
one or a few securities into a broader variety of other stocks and
securities (usually publicly-traded interests in listed companies)
without paying taxes on the appreciation they have, in effect, realized
at the time the different stock interests are exchanged for each other.

Present law does not permit tax-free formation of an exchange fund
as a corporation where the result is a diversification of the investor’s
portfolio. This restriction was added in 1966 after a period in the
early 1960’s when investment management firms publicly solicited
individuals owning highly appreciated stocks or securities to pool
their stocks tax-free in a newly formed corporation which would then
manage the combined portfolio.

The 1966 legislation dealt only with swap funds in corporate form
and did not deal with partnerships because at that time such funds
could not operate in partnership form. Recently, however, a number of
public syndications have been organized to sell exchange funds as
partnership interests. In April, 1975, the Internal Revenue Service
granted a private ruling to one fund which proposed to operate as a
limited partnership, allowing investors to transfer appreciated stocks
or securities to the fund without a current tax to the investor-limited
partners. This ruling prompted the formation of other similar part-
nerships, including some which proposed to offer interests to investors
privately (rather than by brozuiJ public solicitation). Several of these
funds presently have ruling requests pending with the Service.

Reasons for change

Although the House bill (H.R. 10612) does not include any corre-
sponding provision, the House, on May 3, 1976, passed H.R. 11920
which deals with the tax treatment of partnership exchange funds
and mergers of certain investment companies (generally mergers of
personal holding companies with mutual funds), where a taxpayer’s
principal interest is to diversify his investments without current pay-
ment of any tax. In general, the House bill conforms the partnership
tax rules to those for corporations in the case of exchange funds and, as
a result, makes taxable the transfer of appreciated stocks or securities
(as well as other property) to a partnership if, as a result, the trans-
ferors’ investment interests are diversified.

The committee reviewed the House-passed bill and believes that the
tax-free diversification of stock investments should not be permitted
through the use of the partnership form when the same result cannot
be achieved under present law through a corporation or a direct ex-
change of portfolio stocks for other similar stocks, It appears to the
committee that the principal purpose in the use of an exchange fund
by depositors is to diversify their portfolios of highly appreciated
stocks or securities without current payment of any tax. If a taxpayer
liquidated his appreciated portfolio and invested the proceeds in a
mutual fund or other diversified portfolio, however, a capital gains
tax would be imposed on the gains in his own stocks. Even after join-
ing an exchange fund, the investors do not want the managers to sell
off either their own or other stocks so as to trigger a large capital gain
tax at an earlier time than would have occurred had the investors
retained their own shares. This conclusion seems justified by the im-
portance in a swap fund of a satisfactory selection and rejection of
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stocks by the managers and investors before the fund begins operating.
The funds themselves advertise that they will have a low or minimal
portfolio turnover rate.

This type of arrangement differs from a conventional partnership or
corporation in which the owners of different assets can pool them tax-
free in order to share the risks of conducting an ongoing business. In
substance, a swap fund does not conduct an ordinary investment busi-
ness; instead, it “provides an investment medium consisting of a diver-
sified and supervised portfolio of equity securities to investors holding
blocks of individual equity securities with large unrealized apprecia-
tion, * * *.” 1 If this type of fund can be formed tax-free, it becomes a
vehicle geared mainly to diversifying its owners’ portfolios while keep-
ing untaxed the appreciation in their original stocks. In effect, each
investor tends to be interested chiefly in his own tax needs and in using
the fund as his agent for deciding when he will receive direct pay-
ment for the gain in the stocks which he originally pooled with other
investors.

As a result of these factors the committee believes it is appro-
priate to view the original exchange of appreciated stocks for shares
of a swap fund as a taxable sale or exchange with other investors
made through the fund. Thus, the committee’s amendment is essentially
the same as the provisions of H.R. 11920, with certain modifications as
described below.

Ezplanation of provision

Partnership exchange funds
The committee amendment changes the rule in present law relating
to nonrecognition of gain or loss on a contribution of property to a
gartnership in exchange for an interest in the partnership (sec. 721)
y making an exception where a partner transfers property to a
partnership which is an “investment company.” If the partnership is
an investment company after the exchange, the contributing partner
must recognize gain (if any) which he realizes on the exchange.? The
committes amendment thus requires the current taxation of gains
realized by investors who transfer appreciated stocks or securities (or
other property) to an exchange fund operated as a partnership.
The committee amendment goes not change present law with regard
to losses, so that a loss realized on a contribution of stock or securities
(or other property) to a partnership cannot be recognized at that time.
‘A partnership will be treated as an “investment company,” for pur-
poses of this provision, if it satisfies the definition of an investment
company under the present rules relating to corporate exchange funds
(sec. 351). The latter rules are set forth in detail in the regulations
under section 351. Under these regulations, a partnership will be
treated as an investment company if, after the exchange, over 80 per-
cent of the value of its assets (excluding cash and nonconvertible debt
obligations) are held for investment and are readily marketable stocks
or securities (or interests in regulated investment companies or real
estate investment trusts). The determination of whether a partnership

1 Prospectus of Vance Sanders Exchange Fund (January 5, 1976), p. 1.

2 Consistent with this rule. a partner's basis for his partnership Interest (under sec.
722) 1s to be increased by the amount of gain recognized on his transfer of property te
the partnership. The partnership’s basis in the property contributed to it (see. 723) is
also to be increased by the amount of gain which the contributing partner must recognize.
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is an investment company under this test will ordinarily be made im-
mediately after the transfers of property under the same plan or as
part of the same transaction. .

In addition, for nonrecognition treatment to be denied, the trans-
fers of property to the partnership must be found to result, directly
or indirectly, in diversification of the transferors’ interests.* The
amount and character of the gain which a partner must recognize
under the bill are to be determined under the applicable provisions of
present law.* ]

These rules are to apply both to limited partnerships and general
partnerships, regardless whether the partnership is privately formed
or publicly syndicated. They also require recognition of gain by a
person who transfers nonpublicly-traded stocks or securities to a part-
nership which, after the transfer, meets the tests of an investment
company. )

As under the corporate rule, the property on which gain will be rec-
ognized is not limited to appreciated stocks or securities, but includes
other types of property (such as real estate or other assets) if the
partnership which receives the property is an investment company
after the exchange. ]

Under the amendment, and except as provided below, a partnership
may still be an investment company despite the existence of a special
allocation among the partners as to income, gain, loss, or deduction
items (sec. 704). In some situations, however, it might be proper to
find that no diversification has occurred if the partnership agreement
allocates income and gains (or losses) from specific property to the
contributing partner and requires that a withdrawing partner be re-
turned the property which he contributed originally.s

The amendment will not affect the tax treatment of an investment
gartnership as a partnership for tax purposes; that is, whether it will

e taxable as a partnership or as a corporate-type entity. That classifi-
cation question will continue to be determined under section 7701 of
the Code. An exchange fund which is held to be taxable as a partner-
ship will, however, be subject to the restriction imposed by this bill
under section 721 (namely, that transfers of appreciated property to
the fund will require recognition of gain if the partnership is other-
wise an “investment company”).

Family partnerships—The committee has added an exception to
the partnership rules of H.R. 11920, as passed by the House, for cer-
tain family partnerships. Where stocks (or other property) are pooled
within a single family group, the basic problems against which the

3 Since nonrecognition under section 721 of present law does not require that the trans-
feror (either alone or as part of a group of transferors) control the partnership im-
mediately after the exchange, gain on appreciated property will be taxable whether
:he pxéoperty ig transferred to a partnership already in operation or one which {8 newly
ormed.

4+ The committee does not intend this amendment to chan'g]e existing rules which permit
the Service in other situations (apart from those where the partnership operates as an
investment company) to treat related contributions and distributions by a partnership
lga]v!l%;i tlwko )o(rsn)ote partners as a direct taxable exchange among the partners (regulations

4a81=1(C .

5 The committee believes that the Treasury should provide by regulation (under its
hroad authorfty under section 761(a)) that the members of a partnership which would
be treated as an investment company are not eligible to make the election under section
761(a) not to be governed by the partnership tax rules. Where a partnership wonld not
be treated as an investment companv under the bill, however, becanse the transfers do
not result in diversifving the transferors’ interests, the partners should be enfitled to
make l:lhe election under section 761(a) to the extent the election would otherwise be
available.
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partnership rules in the provision are directed es'ive less reason for
concern. The committee has accordingly provided that prolgl)erty can
continue to be transferred to a partnership tax free (in exchange for
an interest in the partnership) 1f certain requirements are met. First,
the partnership must be a general partnership (rather than a limited
partnership). Second, over 95 percent of the total interest in partner-
ship profits and capital must be owned at all times by members of the
same family.® Third, the partnershiip agreement must expressly allo-
cate part of the gain recognized on a sale of stocks (or other property)
by the partnership to the partner who contributed such stocks or other
property to the partnership. The portion of any such gain which
must be allocated under this rule is the appreciation in value of the
stocks or other property which existed at the date on which that prop-
erty was first contributed to the partnership. Thus, under this rule a
family group may share the income from a pool of stocks so long as
each contributing partner in effect bears the tax on the built-in gain
which existed at the time he contributed that property to the portfolio.

Effective date—The amendments for partnership exchange funds
apply generally to transfers made to a partnership after February 17,
1976. This general rule applies where the final binding exchange of
deposited securities for interests in the fund is consummated after
February 17, 1976, and the partnership becomes the owner of the
deposited stocks and securities. Except as indicated below, this general
rule applies in a sifuation where stocks or securities were deposited
with a depository bank on or before February 17, 1976, but where the
actual exchange with the fund occurs after that date.

“Grandfather” rules—The committee was informed that several
partnership exchange funds were in various stages of being organized
or completed when H.R. 11920 was introduced in the House. One
fund, the Vance Sanders Exchange Fund, had already obtained a pri-
vate ruling from the Internal Revenue Service approving formation
of the partnership as an exchange fund. Bv February 17. 1976 (when
H.R. 11920 was introduced), other partnerships had taken substantial
steps toward establishing an exchange fund by applving for a tax
ruling, registering their proposed offering with the Securities and
Exchange Commission, lining up brokers and dealer-managers, and
soliciting expressions of interest from potential depositors.

The House bill added “grandfather” rules for these funds. under
which the general effective date would not apply to completed trans-
fers of property to a partnership after February 17, 1976, if two condi-
tions are satisfied. First, the partnership must have filed for (or re-
ceived) a private ruling from the Internal Revenue Service on or
before Febrnary 17, 1976, relating to its character as an exchange
fund.” Second, the partnership must have filed a registration state-

6 For this punrpose, a family includes an individual general partner and other general
partners who are parents, grandparents, brothers, or sisters of that individual. or lineal
descendants, a spouse, or an estate of any member of that group. In determining family
memberg, any individual partner may be selected and the family members mayv then be
determined by referemce to that individual. If sufiicient relationshing exist with resmect
to any one partner. the family ownership requirement has been satisfied even though those
relationships do not exist with respect to any other partner.

7A ruling from the Service received before February 17, 18976, relating to the basic
clasgification of A partnershin under section 7701 of the Coade is not snfficient. Ta enalifr.
the ruling mnst have been based on the parfnershin’s plan to operate as an Investment
rompanv (within the meaning of that term in thig bill’s npartnershin nrovisiong) and the
ming mlusf have held that nonrecognition treatment can be obtained under section 721 of
present law. .
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ment (if required by the securities laws to do so) with the Securities
and Exchange Commission on or before February 17, 1976, This sec-
ond requirement would not apply in the case of partnerships which
plan to make a private offering within the meaning of the securities
Jaws or which otherwise are not required to file a registration state-
ment with the SEC.

The committee has been informed that several other exchange funds
had also taken significant steps toward being formed before the Febru-
ary 17 date contained in the House bill, but, at that time, had not filed
a tax ruling request or a registration statement with the Securities and
Exchange Commission. The committee was informed that the reason
was that there was a great deal of uncertainty over the status of the
law, and informal contacts with Internal Revenue Service personnel
indicated that the rulings would not be acted on until the Service’s
position in this area was clarified. As a result, these funds did not file
their ruling requests or registration statements by February 17, 1976,
although they had expended considerable sums of money and time in
preparing for the organization of their fund, having been aware of the
previous private ruling issued to the Vance Sanders Fund. The com-
mittee believes it is appropriate to extend the date provided in the
House bill until the time the House Committee on Ways and Means
held hearings on its bill. Accordingly, the committee amendment
extends the cutoff date under the grandfather rules to March 26, 1976.
A partnership which submitted 2 ruline request with the Internal
Revenue Service on or before March 26, 1976. to operate an exchange
fund as a general partnership will also be included within the ex-
tended transition rule if after the March 26 date and because of
secnrities difficulties, it changes to a limited partnership similar to
that used by other partnership exchange funds.

In addition, the committee does not believe that it is necessary
to provide dual conditions for grandfather treatment. As a resulf,
the committee’s amendment imposes conditions in the alterna-
tive, so that a fund can qualify for grandfather treatment if it either
filed a ruling request with the Service or a registration statement with
the Securities and Exchange Commission before March 27, 1976.
Other limitations contained in H.R. 11920, as passed by the House,
were agreed to by the committee and will apply equally to the addi-
tional funds included in the grandfather provisions. These rules are
set forth below.

A partnership qualifying for grandfather treatment must satisfy
certain other limitations. First, there is a limit on the time period
for the exchange. The final binding exchanges of deposited stocks or
securities for interests in the partnership must occur in any event on or
before the 90th day after the date on which the provision becomes law.
(Exchanges under this rule may be consummated before the date of
enactment of the provision, but qualifying exchanges must be com-
pleted no later than the end of the 90th day after enactment.) The
stocks or securities exchanged must also have heen deposited with the
hank or other arent of the depositors on or before the 60th day after
the date on which the bill is enacted.

The provision also places a dollar limit on the total size of the grand-
fathered funds. If stocks or securities had been deposited by February
29, 1976, the partnership may complete exchanges with investors of the
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entire dollar value of securities on deposit by that date (or a lesser
sum if securities are withdrawn or rejected after the end of the
deposit period). In the case of other funds which had not begun re-
celving deposits by February 29, 1976, the provision permits qualify-
ing partnerships to make exchanges with depositors in the amount of
the total dollar value of the deposited stocks on the 60th day after the
provision becomes law (or if earlier, at the close of the fund’s initial
deposit period), up to a ceiling of $100 million ($25 million in the case
of a private offering). These valuation ceilings will be determined on
this 60th day (or, if earlier, on the last day of the fund’s initial deposit
period).

Trusts

In order to cover the possible use in the future of trusts as exchange
funds, the amendment also adds a specific rule to the Code that gain
(but not loss) will be recognized to the transferor on a transfer of
property to a trust in exchange for an interest in other trust property
where the trust would be an “investment company” (within the mean-
ing of sec. 851) if the trust were a corporation. Under the committee
amendment, an “exchange for an interest in other trust property” will
occur, for example, where numerous persons transfer property to a
trust and each person retains a proportionate ownership in all of the
property held in the trust. Where a transfer to a trust is taxable under
the amendment, the entire amount of gain on all the property trans-
ferred to the trust is to be recognized even though the transferor still
beneficially owns a portion of the property transferred to the trust.
Where the transferor retains less than his proportionate interest in
the trust, it is expected that the Service will issue regulations deter-
mining when gain must be recognized and the amount of gain to be
recognized by the transferor.

Where a transfer to a trust is taxable under the amendment, the de-
termination of the amount of gain to be recognized is to be made on a
property-by-property basis. Thus, losses realized on one property are
not to reduce the amount of gain recognized under this provision on
other property transferred to the trust.

The provisions of the amendment apply only to trusts which are
subject to the rules governing normal trusts (subpart J of chapter 1
of the Code). Consequently, the amendment does not apply to qualified
employee benefit trusts or charitable and other tax-exempt organiza-
tions which are organized as trusts (i.e., those trusts which are sub-
ject to subchapters D and F of chapter 1 of the Code).

In addition, the amendment contains an exception from the above
téius(t 1)-1?13)s)for transfers to a pooled income fund (as defined in section

2(c)(5)).

Effective date—The provisions relating to trusts are effective for
transfers made after April 7, 1976.

Common trust funds

The committee 1s also concerned about the use of a bank’s common
trust fund as an exchange fund. To cover this case, the amendment
provides that the admission of a participant to a common trust
fund is to be considered to be the purchase of, or an exchange for, the
participating interest in the fung. Where the consideration for the
participating interest is cash, the transaction will be considered a pur-
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chase of a participating interest. In such a case, the participant will not
recognize any gan because there has not been a sale or other disposi-
tion of property.®

Where the consideration for the participating interest is property,
the transaction will be considered an “exchange” of the property for
the participating interest. As a result, gain or loss will be realized
under section 1001 by the participant on any transfer of property to
the common trust fund. This gain or loss must ordinarily be recog-
nized to the participant (sec. 1002{ and, if the property transferred
is a capital asset, the gain or loss will be a capital gain or loss.

The committee understands that the House bill, in this area, was
based on the policy of the Comptroller of the Currency, who regulates
these funds (which are maintained by banks). The Comptroller gen-
erally requires that if an individual trust wants to join an existing
common trust fund, appreciated stocks or similar securities owned by
the trust must first be sold (sometimes to the common trust fund
itself) and only the sale proceeds contributed to the common trust
fund. However, where a common trust fund is being formed initially,
the Comptroller has on occasion permitted participants to transfer
stocks or securities in kind to the fund. The amendment will not
affect transfers of cash to a common trust fund. The amendment will
require recognition of gain, however, where the Comptroller permits
a common trust fund to be created by contributions in kind, if the
effect is to achieve a diversification of the transferors’ investment
interests.

The committee also understands that in some situations when banks
merge or otherwise reorganize with each other, the combining banks
have also merged (and sometimes also divided) separate common trust
fupds formerly maintained by each bank. The committee has also been
informed that the Comptroller of the Currency requires a common
trust fund to maintain a diversified portfolio which would readily
satisfy the diversification test in H.R. 11920 for corporate investment
companies (as described below).

Since the amendment permits a merger of corporate investment
companies to continue to receive tax-free treatment 1f both companies
are already diversified (see discussion below), the committee believes
that a similar rule is implicit in the bill for common trust funds;
namely, that mergers (or divisions) of common trust funds regulated
by the Comptroller of the Currency are also to continue to be eligible
for tax-free treatment if all the combining (or dividing) funds have
diversified portfolios (within the meaning of the corporate merger
rules of H.R. 11920 and of the committee’s amendment).?

E ffective date.—The amendment to the common trust fund rules
is effective for transfers made after April 7,1976.

Mergers of two or more investment companies

The amendment (like the House bill) adds an exception to the
definition of a taxfree “reorganization” in present law in order to
require recognition of gain or loss on exchanges which, from an in-

8 Under section 1001, gain or loss is realized on the sale or other disposition of property.
° If diversified funds are merging (or dividing), the committee’s amendment thus does
not intend to treat the participating trusis or the separate funds as being ‘“admitted’
::g the suévlvix:g (or divided) fund 1n order to make the merger or division taxable under
e amendment.
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vestor’s standpoint, resemble the formation of an exchange fund. This
exception is provided in specific terms in order not to change the appli-
cation of the reorganization rules to transactions other than those
which enable investors to obtain the primary advantages of an ex-
change fund (namely, carryover of a low tax basis to the fund, un-
taxed appreciation to the investor and tax-free diversification of his
investment assets). The amendment makes taxable a statutory merger
or other exchange of assets or stock with respect to an undiversified
investment company (as specifically defined in the amendment) if
the result of the exchange is to achieve significantly more diversity
for the shareholders of that company than existed before the ex-
change. The amendment continues to allow nonrecognition treatment
generally for reorganizations. Also, if two or more investment com-
panies (or their shareholders) participate in an exchange with each
other, the transaction will continue to be elizible for tax-free reorgani-
zation treatment if both companies have diversified portfolios before
the exchange. )

More specifically, the amendment provides that if the parties to
an exchange otherwise described in the tax-free reorganization pro-
visions (under sec. 368(a)(1)) include two or more “investment
companies,” the exchange will not qualify for customary reorganiza-
tion treatment as to one or more of the investment companies and their
shareholders and security holders if that company owned a relatively
undiversified portfolio of stock or securities before the exchange.

This rule will disqualify only the portion of the entire transaction
involving the undiversified investment company and its share-
holders and security holders.?® For example, if two undiversified
investment companies and a corporation predominately engaged in an
active business combine in a statutory consolidation, the amendment
will in effect treat each acquired investment company as if it had sold
its assets in a taxable transaction, i.e., one in which gain or loss is recog-
nized currently.!* In most situations, this rule will also treat each share-
holder of each undiversified investment company as if he had made
a taxable exchange of his former stock interest for stock in the acquir-
ing company.'? The merger of the operating company’s assets under
the same plan, however, could qualify under the customary reorganiza-
tion rules.

Definition of “investment company.”—The amendment defines an
investment company (for purposes of the reorganization rule) as (1)
a regulated investment company, (2) a real estate investment trust, or
(3) a corporation over 50 percent of the value of whose total assets
consist of stocks or securities and, in addition, over 80 percent of the
value of whose total assets are held for investment. Investment assets

10 The acquiring company will also not be entitled to the usual carryover basis and
carryover of tax items under section 381 of present law with regard to the portion of
the transaction which (under the amendment) is denied nonrecognition status.

1 The amendment takes no position on the question whether the provisions of section
3387 are avallable to the aequired company where a transfer of its assets fails to qualify for
nonrecognition treatment under sectlon 361. Section 337 provides nonrecognition treat-
ment to a corporation which sells its assets and liquidates completely within 12 months
after adopting a plan of complete liguidation. The possible appiication of section 337 is
to be determined under existing law.

13 Where a shareholder of an undiversified investment company exchanges his stock
solely for voting stock of another Investment company in an exchange otherwise described
in sec. 368(a) (1) (B), the effect of disqualifying that exchange for tax-free treatment will
be to treat the shareholder of the undiversified investment company as having sold his
stock in a taxable exchange.
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in the 80-percent category include stocks or securities as well as other
kinds of property held for investment purposes.’® A company which
fits within any of the above three classes is regarded as an investment
company for purposes of the reorganization rule of the amendment.**

The committee believes it is important to distinguish for this pur-
pose between corporations whose ownership of stock involves rela-
tively passive management of portfolio assets as an investment and
holding companies (including so-called conglomerates) which render
management services to operating business companies in which it (the
parent) usually owns the controlling stock. Thus, the amendment pro-
vides that in applying the 50-percent and 80-percent asset tests (to de-
termine whether a corporation is an “investment company”), a corpo-
ration will be deemed to own directly its ratable share of the assets of
a subsidiary corporation in which the parent owns 50 percent or more
of the combined voting power of all voting stock of the subsidiary or
50 percent or more of the total value of all classes of the subsidiary’s
outstanding stock.s

In determining a corporation’s “total assets” under the 50-percent
and 80-percent tests, cash and cash items (including receivables) are
to be excluded from the calculation. U.S. Government securities are
also to be excluded from both the numerator and denominator in this
calculation. The amendment contains a further rule aimed at prevent-
ing manipulation of a company’s assets in order to make one or more
of the parties not an “investment company” (and therefore free of the
amendment’s restrictions). The amendment provides that assets
acquired by a corporation for purposes of causing that corporation
not to be an “investment company” are to be disregarded in deter-
mining whether that corporation 1s an investment company immedsi-
ately before the transaction. This rule is not intended to affect situa-
tions where a corporation purchases or otherwise acquires portfolio
stocks or securities in the ordinary course of conducting its activities
(such as buying or selling in response to trends in the stock market).
This rule is intended, however, to affect situations where a major pur-

13 The committee believes that the types of investment assets which should be treated
as “securities” for this purpose include obligations of State and local governments (in-
cluding industrial development bonds), stock warrants, stock options and rights, com-
modity futures, mutual fund shares (both open and closed end), interests in real estate
investment trusts, commercial paper, corporate notes (whether or not secured by an
inteerest in real property), participating interests in Federally guaranteed or insured
mortgage or other loan pools, and interests in partnerships the sale of which are re-
qglired to be registered with the Securities and Exchange Commission or State securities
offices.

The types of stocks and securities to be taken into account under this third category of
investment company include closely held and publicly traded investments (i.e., the latter
covering stocks traded on a stock exchange or over-the-counter, or which are otherwise
readily marketable).

4 An investment company for this purpose does not have to be technically a ‘“‘personal
bolding company” within the meaning of section 542 of present law, The nature of the
stockholders of the investment company is also Immaterial in applying these rules.

B To illustrate, suppose that all the assets of holding company X consist of direetly-
owned investment assets of $30,000; small amounts of stock in publicly held company A
worth £30,000 and in public company B worth $25,000; and over 50 percent of the stock
of operating company C to which X provides management services. The value of X's stock
in (J'p is $15,000. reflecting its allocable share of C’s net assets. ¢ owns no investment assets.
The value of X's ratable share of C's ‘‘total assets” (not reduced by liabilities) is $70,000.

Under the amendment, since X owns 50 percent or more of 0O, X will be deemed to own
$70,000 of C’s total assets directly. As such. X will not be an investment company since
Jess than half of its total assets will be deemed invested in portfolio stocks ($55,000/%155,-
000). Also, less than 80 percent of X’s total assets will be treated as held for investment
($Rr5.000/$155.000).

If there were no look-through rule of this kind, X would be treated as an investment
company because more than 50 percent of its total assets would consist of stocks ($55,000/
$100,000) and over 80 percent of its total assets would be held for investment purposes.
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pose of an asset acquisition is specifically to circumvent the limitations

under this provision, so that a reorganization involving that corpora-

tion can subsequently occur and escape the tax treatment which this

amendment would impose if the company’s assets had not been manip-

ulated in this fashion. It is expected that specific rules for tax avoid-

gnce situations of this kind will be prescribed by the Internal Revenue
ervice.

Diversification test—A company meeting the definition of an
“investment company” is considered to have an undiversified portfolio
unless it is (1) a regulated investment company, (2) a real estate
investment trust, or (3) a corporation not more than 25 percent of
whose total assets (by value) are invested in the stock or securities of
any one company and not more than 50 percent of whose total assets
(by value) are invested in the stock or securities of 5 or fewer
companies.!® In applying the third of these classes, an investment com-
pany which fails either one or both requirements is to be considered
undiversified. As such, a reorganization of that corporation may be
subject to tax, depending on the other parties to the transaction.

The amendment also delegates authority to the Service to disregard
active business assets or other properties which an investment com-
pany deliberately acquires before a planned reorganization for the
purpose of qualifying the company as diversified under the above
tests.”

" Other provisions—The specific reorganizations to which the above
rules will apply are the five exchanges listed in section 368(a) (1) (A),
(B), (C), (D),and (F).*® , ,

e amendment makes an express exception to the denial of tax-free
reorganization treatment where two or more investment companies are
owned substantially by the same persons in the same proportions. In
these cases the shareholders and security holders of the companies

18 For gurposes of this rule, stock or securities are to have the same meaning as they
have in defining an investment company under this reorganization rule. In addition, the
stock of all members of a controlled group of corporations (as defined in section 1563(a)
of the Code) are to be treated as the stock of a single company.

A look-through rule similar to the rule used in defining an “Investment company” is
also used in determining whether an investment comgany is diversified, In the example
set forth in footnote 15, X would be deemed to own $70,000 of O’s assets directly. As such,
X would be considered diversified because neither stock A nor stock B would be valued
at over 25 percent of X's total assets ($155.000), and the combined value of the two
portfolio stocks (4 and B) would not be greater than half the value of all of X's total
agsets ($155,000). Without this look-through rule, the value of X’s stock in A would ex-
ceed 25 percent of X’s total assets ($30,000/$100,000) and the amendment would treat X
asg undiversified.

17 Assume, for example, that the only assets owned by Corporation X are appreciated
stock in listed company ¥ worth $100,000 and appreciated real estate worth $75,000. In
a delfberate attempt to satisfy the diversification test, X borrows $225.000 and purchases
stock in nine other listed companies for $25.000 each. X would then satisfy the diversifi-
cation test because no more than 25 percent of its total assets (l.e., no more than $100,000
of $400,000) would be invested in the stock of one issuer, and no combination of five or
fewer stocks would amount to over 50 percent of the value of X’s total assets (i.e., would
amount to over $200,000).

Under the tax-avoidance rule, however, the stock in the nine corporations purchased
by X solely to satisfy the diversification test is to be disrefarded in determining whether X
18 diversified. As a result, X would not meet the diversification test because more than
25 percent of its total assets (i.e., $100,000 of total assets of $175,000, disregarding the
stock in the nine corporations) would be invested in one issuer (company Y).

The intended scope of the authority delegated to the Service under the diversification
test is identical to the scope of the authority delegated to the Service in determining
whether a corporation is an investment company for purposes of this amendment (see the
earlier discussion of the latter delegation).

18 The amendment does not include a recapitalization (sec. 368(a) (1) (E)) in this list
because a recapitalization involves only one corporation. and although various tax-free
changes are permitted to be made in an existing shareholder’s rights in the same corpora-
tlon (such as changes in voting rights and changes from debt to equity interests), this does
not produce the kind of diversification in investors’ interests which resembles the tax-free
formation of an exchange fund.
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being combined ordinarily will not diversify their stock investments
after the transaction; the bill accordingly permits reorganizations of
commonly controlled investment companies to continue to be tax-free.
It is expected that the Service will set forth by regulation the detailed
rules needed to carry out the purposes of this exception.*®

Since a denial of tax-free reorganization status adversely affects the
acquired company (and its shareholders) but does not require recogni-
tion of gain or loss by the acquiring company (or its shareholders),
the amendment contains a rule to cover what is, in effect, a “reverse
acquisition.” This rule is designed to assure that regardless of whether
an investment company is, in form, the acquired or acquiring party,
tax-free reorganization treatment will be denied only for the portion
of the exchange involving an undiversified investment company (and
its shareholders and security holders). If two or more undiversified
investment companies combine with each other, the committee
believes that gain should be recognized by both companies (and by
their shareholders and security holders as appropriate) rather than
solely by the company which is formally acquired by the other. Other-
wise, an undiversified investment company which is the acquiring
company will obtain tax-free diversification. The amendment, there-
fore, provides that, for purposes of gain or loss recognition, the cor-
poration (and its shareholders and security holders) which is the
acquiring or surviving party is to be considered as having been ac-
quired by the other party in an exchange which must itself be tested
under the general rule of the amendment.

For example, if an undiversified investment company acquires the
assets of a diversified investment company in a statutory merger or
a “C” reorganization, the amendment will not prevent the acquired
company or its shareholders from qualifying for reorganization treat-
ment under present law (since that company is an already-diversified
investment company). However, for purposes of determining recog-
nition of gain or loss, the amendment treats the acquiring company
and its shareholders (and security holders) as having been acquired
by the other company in a statutory merger or “C” reorganization.
Since nonrecognition treatment will be denied on such a constructive
exchange, the undiversified company is to be treated as if it had ex-
changed its assets in a taxable exchange for stock of the diversified
company and then had distributed that stock to its own shareholders
and security holders in exchange for their stock in the undiversified
company.

pr two undiversified investment companies merge with each other,
the general rule of the amendment denies reorganization status to
the acquired company and its shareholders. For purposes of recog-

19 Under this delegation, it is anticipated that the Service will provide a rule that if
comimon control over two or more corporations is obtalned for the specific purpose of
brlnglnf a later reorganization under this exception, the excegtion will not he avallable.
(A similar rule is contained in section 1.882(b}~1(d)(3) of the Income Tax Regulations
under section 382 of present law).

Several courts have held that a combination of two or more commonly owned operat-
ing corporations may qualify as an “F" reorganization (sec. 368(a) (1) (l'x)). The Service
has accepted this freatment {f several conditions are satisfied, including a complete
identity of shareholders and their proprietary interests in the transferor and acguiring
cornorations (Rev. Rul. 75-561, 1975-2 C.B. 129). The committee does not intend the
changes made by this amendment to affect, one way or the other, the gquestion of
whether an “F”’ reorganization can occur where two or more corporations are combined
or.t if :’soE whether an “F” reorganization can occur if complete identity of ownership does
not exist.
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nizing gain or loss, the special “reverse acquisition” rule will also test
the company which is formally the acquiring company as though that
company and its shareholders had been the acquired parties. As a re-
sult, that company (and its shareholders) will be considered to have
made an exchange and, since the exchange will be considered made
with another undiversified investment company, the special rule will
deny nonrecognition treatment to that constructive exchange (and
treat that company as having made a taxable exchange).?®

Under these rules, the amendment will not change the tax-free treat-
ment available under present law where one or more regulated invest-
ment companies or real estate investment trusts merge (or otherwise
reorganize) with each other. The amendment also will not affect mer-
gers solely involving active business companies which are not “invest-
ment companies” (as defined in the amendment). Nor will the new
rules prevent » tax-free merger solely of one undiversified invest-
ment company Wwith an active business company (which is not an
investment company).

Effective date

These reorganization rules apply to exchanges consummated after
February 17,1976. The amendment makes an exception for exchanges
occurring after February 17, 1976, pursuant to a private tax ruli
issued by the Internal Revenue Service before February 18, 1976. The
tax ruling must have held that the proposed reorganization will
qualify as a reorganization under sec. 368(a) (1) of present law.

Revenue effect

It is estimated that these provisions will increase budget receipts by
less than $5 million in fiscal years 1977 and 1978 and increase budget
receipts by $12 million in fiscal year 1981.

11. Distributions by Subchapter S Corporations (sec. 2311 of the
bill and sec. 1377 of the Code)

Present law

Under present law, the shareholders of a subchapter S corporation
are taxed each year on the income of the corporation, regardless of
whether this income is distributed currently as dividends to the share-
holders. If the shareholders of a subchapter S corporation have been
taxed on income of the corporation which has not been distributed to
them, the corporation in a subsequent year can distribute this pre-
viously taxed income without the shareholders incurring any addi-
tional tax liability. However, before a distribution will constitute a
distribution of previously taxed income, the corporation must first
have distributed an amount equal to its current earnings and profits in
the year of such distribution.

20 Where an undiversified investment company acquires the stock of another corporation
in an exchange described in section 368(a) (1) (B), the shareholders of the acquiring com-
pany may be treated as having made a taxable exchange. The shareholders will be treated
as having exchanged their stock for stock of the other corporation : thus, that constructive
exchange 18 then to be tested under the general reorganization rule in the amendment. If.
nnder that test, the constructive exchange does not qualify for nonrecognition treatment
(hecause, for example, the other corporation ir also an undiversified investment comnany),
the shareholders are to be required to recognize gain in the difference between the basis
of their stock in their own company and the value of a percentage of the other corpora-
tion’s stock equal to the percentage of the stock in thelr own company which they retain
after the actual “B’’ exchange which in fact occurred.
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Present law (sec. 312(m), enacted in 1969) requires generally that
the earnings and profits of corporations, including subchapter S corpo-
rations, be computed using straight line depreciation, rather than the
accelerated depreciation methods taxpayers may use for computing
taxable income, Thus, where a corporation elects an accelerated de-
preciation method, this provision causes the earnings and profits of
the corporation to be greater than its taxable income. In the case of a
subchapter S corporation, however, special earnings and profits rules
are provided (sec. 1377) to prevent earnings and profits of a sub-
chapter S corporation from being less than its taxable income.

Reasons for change

In tax years where a subchapter S corporation has claimed an
accelerated depreciation deduction which exceeds the amount allow-
able under the straight line method, the corporation will have cur-
rent earnings and profits which exceed its taxable income. 1f the corpo-
ration makes cash distributions for that year in amounts in excess of
its current taxable income (which is taxed to the shareholders, whether
distributed or not), the excess distributions will also be considered
dividend income to the stockholders to the extent that the corpora-
tion’s current earnings and profits exceed its taxable income. This
will occur even though the corporation has undistributed taxable
income which has previously been taxed to the shareholders. The
committee believes that this unintended interplay between the sub-
chapter S rules and section 312(m) should be changed so that a
corporation can distribute previously taxed income to the extent its
distributions exceed its taxable income even though, as a result of
section 312(m), its current earnings and profits exceed its taxable
income.

Explanation of provision

TUnder the committee’s amendment, current year earnings and profits
are to be computed without regard to section 312(m) solely for pur-
poses of determining whether a distribution by a subchapter S corpo-
ration is considered to come from the corporation’s previously taxed
income or from its current earnings and profits. As a result, where the
current earnings and profits of a subchapter S corporation exceed its
taxable income because of section 312(m) for a year when it makes a
cash distribution in excess of its taxable income, that excess will, to the
extent of its undistributed previously taxed income, be considered to
be a distribution of this previously taxed income. Consequently, it will
not be taxable to the shareholders and will not reduce earnings and pro-
fits of the corporation. If the distribution exceeds the sum of the pre-
viously taxed income and the taxable income in the year of distribution,
the excess will be considered a taxable dividend to the extent of the
current and accumulated earnings and profits, in accordance with the
rules eenerally applicable to corporations. Accordingly, any such ex-
cess distribution would be taxable as a dividend to the extent of enrrent
earnings and profits (determined with regard to section 812(m)) even
thm;{zh the corporation had a deficit in accumulated earnings and

rofits.

P For example. assume a subchapter S corporation has $100 of tax-
able income, $120 of current earnings and profits (the $20 difference
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between taxable income and current earnings and profits representing
the accelerated portion of depreciation which is not taken into account
for purposes of current earnings and profits as a result of section
312(m)), and $10 of undistributed taxable income previously taxed to
sharcholders in a prior year. Assume further that in such year the
corporation distributes $120 to its shareholders. Under the com-
mittee’s amendment, solely for purposes of determining whether the
corporation has distributed previously taxed income, the corporation’s
current earnings and profits are considered to be $100. Accordingly,
$10 of the amount distributed is treated as a distribution of previously
taxed income and is received without additional tax liability by the
shareholders, and $110 of the amount is treated as a distribution of
current earnings and profits and is taxed to the shareholders as a
dividend. The remaining $10 of undistributed current earnings and
profits increases accumulated earnings and profits. The results of the
above example would be the same even if the corporation had a deficit
in accumulated earnings and profits.

Present law (sec. 1375) gives the Treasury Department discretion
to prescribe regulations relating to the distribution of previously taxed
income. The committee recognizes that various aspects of the regula-
tions promulgated thereunder (for example, those which describe the
consequences of an election to treat distributions as not constituting
distributions of previously taxed income) will have to be modified to
conform to and reflect the committee’s amendment.

There is no comparable provision in the House bill.

Effective date
This amendment applies to taxable years beginning after Decen.-
ber 31, 1975.
Revenue effect

It is estimated that this provision will result in a decrease in budget
receipts of less than $5 million annually.



C. TITLE XXIV—~INTERNATIONAL TRADE
COMMISSION AMENDMENTS

(secs. 2401-2406 of the bill)

The Committee on Finance reports favorably an amendment author-
izing appropriations to the U.S. International Trade Commission
for fiscal years 1977 and 1978 and making changes in the organiza-
tion and procedures of the Commission. The committee recommends
the adoption of the amendment.

1. Background and Summary

This committee amendment adds a new title to H.R. 10612 relating
to the operation of the U.S. International Trade Commission (for-
merly the “Tariff Commission” and hereinafter referred to as the
“Commission”). Section 2401 denominates the amendment as “The
International Trade Commission Act of 1976.” Section 2402 amends
the Tariff Act of 1930, with respect to the voting procedures of the
Commission in import relief cases. Section 2403 amends the Tariff
Act of 1930 with respect to the size of the Commission, increasing its
membership from six to seven Commissioners. Section 2404 author-
izes appropriations to the Commission for fiseal years 1977 and 1978.
Section 2404 also restricts the number of personal staff which may be
employed by the Chairman of the Commission and each of the Com-
missioners. Section 2405 amends the Tariff Act of 1980 with respect
to the selection of the Chairman of the Commission and the adminis-
trative authority of the Chairman. Section 2406 directs the Commis-
sion to continue through 1980 certain reports on the production and
trade of synthetic organic chemicals.

To accommodate the House of Representatives and for purposes
of conference, the committee’s amendment contains sections 2 and 3
of H.R. 13396 (H. Rept. 94-1088), which has been reported by the
Committee on Ways and Means and passed by the House on
May 19, 1976. The committee’s amendment deletes section 1 of the
House bill, the authorization of appropriations, and replaces it with
the authorization of appropriations passed by the Senate on Mayv 15,
1976, in S. 3420 (S. Rept. 94-818), which is a greater amount. In
addition, the committee’s amendment contains certain other pro-
visions relating to the organization and administration of the Com-
mission which differ from the provisions of the House bill. For this
reason, certa’n provisions of sections 2408, 2404, and 2405 of the
committee amendment are inconsistent.

The committee reported S. 3420, authorizing appropriations to
the Commission for fiscal years 1977 and 1978 on May 12. 1976, and
the Senate adopted the bill on May 15, 1976, The committee amend-
ment, therefore. is consistent with the policy of Section 402 (a) of the
Congressional Budget Act of 1974 (Public Law 93-344) with respect

(58)
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to the required reporting dates for authorizing legislation. Further-
more, because the committee amendment is a floor amendment and
not a reported bill, the committee amendment is in technical compli-
ance with section 402(a) of the Budget Act.

2. Section-by-Section Explanation of the Committee Amendment
Section 2